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it approaches the study of accountancy easily and logically. Every principle is supported 
by actual practice, which makes it a permanent part of the foundation work. 


‘The text is written in a clear and interesting style; subjects are taken up in logical 
sequence. Procedures are definitely outlined step by step, and illustrated with practical 
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is first set up as a basic proposition immediately followed by a thorough discussion and 
analysis with illustrative examples to facilitate a ready grasp of the principle and the 
right procedure. This method of treatment is logical, practical, and interesting: First, 
a statement of principle; second, a thorough discussion of the principle; and third, 
illustrative examples of a very practical character. 
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trial management necessary to the installation and operation of a modern cost system. 


The subject of Standard Costs is fully treated and practical cases involving standard cost 
accounting are provided. A comprehensive Standard Cost Practice Case is given to 
illustrate the recording of cost transactions at actual costs and at standard costs, and the 
computations and recording of the variances. 
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ACCOUNTING PROVISIONS OF THE 
INVESTMENT COMPANY ACT 


FRANK P. 


brings one more branch of private fi- 

nance within the fold of governmen- 
tal regulation. This legislation was preceded 
by an elaborate study, and exhaustive 
hearings were held both on the practices 
of investment companies and on the bill 
sponsored by the Securities and Exchange 
Commission. The final bill is the result of 
the combined labors of the spokesmen for 
the industry, the representatives of the 
SEC, and the members of the congression- 
al committees. The bill was unique in that 
it went before Congress with the strong 
endorsement of both its governmental 
sponsors and the industry. 

The Investment Company Act can be 
appraised either in terms of the specific 
disclosures outlined in the reports of the 
SEC, or asa part of the large body of legis- 
lation covering those private financial 
practices which are vested with public in- 
terest. Clearly, the Act is drafted to rem- 
edy many of the specific abuses discovered, 
but it is equally clear that the Act is 
drafted to fit neatly into one corner of the 
whole body of legislation covering the pub- 
lic aspects of private finance. 

The accounting provisions of the In- 
vestment Company Act do not ignore the 
specific weaknesses which were disclosed 
in the SEC’s study of the industry. In 
some cases definite standards of procedure 
or method are provided, but in most in- 
stances the SEC, as the administering 
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agency, is authorized to adopt by rules and 
regulations the necessary standards. By 
this approach the Act avoids the snare of 
specific rules of practice written into the 
legislation, but at the same time attempts 
to achieve some measure of uniformity in 
determining results of transactions and in 
reporting the results to security holders. 
The Act thus emphasizes the public as- 
pects of investment company accounting 
and reporting practices and in most cases 
leaves to the SEC the drafting of definite 
standards to correct known weaknesses. 
The most interesting debates will occur 
when individual rules are adopted to cover 
such items as security profits and losses, 
stock dividends, redemption of shares, and 
underwriting commissions and losses. At 
the present time we can only consider the 
provisions of the Act in their broad out- 
lines. 

Many of the sections of the Investment 
Company Act touch upon accounting 
practices and reports, and numerous fi- 
nancial practices are permitted only if cer- 
tain tests are satisfactorily met. Such tests 
are usually based upon the results shown 
by accounting reports. Examples may be 
cited such as the classification of manage- 
ment companies, offers of exchanges, and 
the sale of senior securities. In each of 
these cases the Act specifies the test to be 
made and the minimum performance 
which must be met before the financial. 
practice or transaction in question can be 
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allowed. However, from an accounting 
viewpoint, the more important sections are 
those which refer to the registration of in- 
vestment companies, the payment of divi- 
dends, reports, certification of reports, ac- 
counts, and the selection of auditors and 
financial officers. 


REGISTRATION OF COMPANIES 


Section 8 of the Act governs the regis- 
tration of investment companies. There is 
little that is novel in this requirement, al- 
though the coverage of companies is very 
comprehensive compared with either the 
Securities Act or the Exchange Act. Each 
company registering must file information 
regarding its classification, financial poli- 
cies, and affiliates, and of most impor- 
tance, “the information and documents 
which would be required to be filed in order 
to register under the Securities Act of 1933 
and the Securities Exchange Act of 1934 
all securities (other than short-term paper) 
which the registrant has oustanding or 
proposes to issue.’ 

The Investment Company Act thus 
takes advantage of the experience gained 
under the registration provisions of the 
Securities Act and Exchange Act, and pro- 
ceeds to build upon the administrative 
framework and the substantial body of reg- 
ulations already developed. Special Forms 
for investment companies (C-1, 15, 17) 
have been in use for several years, and the 
rules recently codified into Regulations S-X 
contain specific requirements for invest- 
ment companies. Some special require- 
ments have also been recently adopted for 
the registration of investment companies 
but these call principally for statements of 
classification and financial policy. The ac- 
counting requirements of registration are 


1 Section 8 (b) (4). The SEC is authorized by Sections 
8 and 24 to adopt rules and regulations for the purpose 
of eliminating duplicate filings under the Investment 
Company Act and either the Securities Act or the Se- 
curities Exchange Act. 


already cared for by the Forms of the SEC 
and by the provisions of Regulations S-X, 
but additional requirements may be added 
if necessary. 


DIVIDENDS 


Dividend distributions of investment 
companies are governed by Section 19. 
The original draft of this provision con- 
tained highly specific, and rather severe, 
limitations in the matter of determining 
the amount of income available for divi- 
dend charges. Dividend distributions were 
limited not only as to source but also on 
the basis of asset coverages for issues sen- 
ior to that class receiving the dividend. In 
addition, dividends from sources other 
than interest and dividends could be paid 
only if the privilege of reinvestment was 
clearly provided. It is not surprising that 
these provisions failed to meet the approv- 
al of investment companies. The require- 
ment of asset coverages would have meant 
that many companies could no longer pay 
dividends on much of their junior pre- 
ferred and common stock. The require- 
ment that stockholders be offered the priv- 
ilege of reinvestment would have caused 
closed-end companies both trouble and 
expense. The restrictions on open-end com- 
panies would probably have excluded 
many of them from the tax classification 
of mutual companies with a consequent 
increase in taxes. 

There were many additional arguments 
advanced against these restrictions, and 
Section 19 as originally drafted was not 
satisfactory. Nevertheless, many of the 
aims inherent in this draft were entirely 
commendable, and it is unfortunate that 
so much of the original version was omitted 
in the final bill. 

Section 19, as finally adopted, includes 
two methods of approach to the regulation 
of dividends. The profits and losses of in- 
vestment companies are first divided into 
two categories, those realized upon the 
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sale of securities or other properties, and 
all other profits and losses. Dividends are 
then permitted to be paid and charged 
without question against the net income of 
the second category, i.e., net income de- 
termined without including capital gains 
or losses, or trading profits or losses. The 
aggregate of dividend charges which may 
be made against net income determined in 
this manner is limited to (1) accumulated 
undistributed net income, or (2) net in- 
come for the current or preceding fiscal 
year. Dividends from any source other 
than net income so determined may be 
distributed only if “such payment is ac- 
companied by a written statement which 
adequately discloses the source or sources 
of such payment.” With one exception this 
provision as revised is much like the exist- 
ing incorporation statutes of many of our 
states. The one exception is that an invest- 
ment company must distinguish between 
income from the sale of securities and 
other property, and income from other 
sources such as interest and dividends. 
This is clearly a desirable refinement for an 
investment company. 

Section 19 places but few additional re- 
strictions on investment companies. So far 
as this section is concerned, investment 
companies may pay dividends from capital 
if they desire, and moreover may make 
such distributions to one class of stock- 
holders and charge the dividends to cap- 
ital contributed by a different class of 
stockholders. They are merely required to 
state the source of the dividend, which 
may afford some satisfaction to the stock- 
holders who contributed the capital so uti- 
lized. Investment companies may pay 
dividends from current income regardless 
of the fact that a deficit exists, and irre- 
spective of the type of investment com- 
pany. This latter procedure does not seem 
unreasonable for certain types, for ex- 
ample the unit trust, but the procedure 
does seem to permit a faulty dividend poli- 
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cy for other types, for exampie, the trading 
or finance company. 


REPORTS 


Periodic reports of investment compa- 
nies, both to the SEC and to stockhoiders, 
are regulated by Section 30. All registered 
investment companies must file annually 
with the SEC the reports required of listed 
companies by the Exchange Act. In addi- 
tion, each company must file whatever in- 
formation is necessary to keep reasonably 
current the information contained in the 
registration statement, and must also file 
copies of all reports containing financial 
statements which are sent to security hold- 
ers. Thus the SEC will receive annual re- 
ports (such reports filed under the Invest- 
ment Company Act may be substituted 
for the reports required under the Ex- 
change Act), quarterly or semi-annual re- 
ports if needed to keep the information on 
file up-to-date, and copies of reports to 
stockholders. These requirements utilize 
the administrative machinery already es- 
tablished and the experience gained under 
the Exchange Act. 

The requirements covering -eports to 
stockholders are, I believe, entirely new in 
federal legislation. Incorporation statutes 
have often required that reports be sent 
to stockholders, or at least be made avail- 
able, but such requirements have seldom 
specified in any detail what the reports to 
stockholders shall contain. The provisions 
of the Investment Company Act (Section 
30 (d)) call for at least semi-annual re- 
ports, these reports to conaain such infor- 
mation and statements, or their equivalent 
as the SEC may prescribe. The words “or 
their equivalent” are important. One in- 
ference to be drawn from this phrase is 
that provision is hereby made for varia- 
tions in reports by types of companies. 
One is also entitled to infer that the report- 
ing practices of investment companies are 
not to be crystallized into their present 
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form, but instead that the Congress has 
clearly recognized the possibility of change 
and improvement in the financial state- 
ments of investment companies. This 
phrase seems on the one hand to allow the 
SEC sufficient discretionary power to en- 
courage the continuous improvement of 
investment-company reports, and on the 
other, to invite investment companies to 
take the initiative in improving their re- 
ports. 

Section 30 (d) authorizes the SEC to 
require that semiannual and annual re- 
ports to stockholders shall contain such of 
the following statements as may be neces- 
sary for the protection of investors: 


(1) a balance sheet, and statement of 
the aggregate value of investments, 

(2) A list of the amounts and values of 
securities owned, 

(3) A statement of income and expense, 

(4) A statement of surplus, 

(5) A statement of fees paid to manage- 
ment, 

(6) A statement of portfolio turnover. 


If certain of these statements are not 
important for particular types of compa- 
nies, the SEC may permit the substitution 
of other and more pertinent information. 
The whole emphasis of this part of the Act 
is on (1) securing an amount of informa- 
tion for stockholders which will be reason- 
ably uniform by type of company, and (2) 
leaving with the SEC discretionary powers 
to vary requirements by type of com- 
pany and to permit the substitution of 
alternative statements or information. 

I have indicated that the reports filed 
with the SEC under the Investment Com- 
pany Act are directly related, and may be 
substituted for, the reports required under 
the Securities Act or Exchange Act. This 
relationship means that the detailed re- 
quirements already developed are made 
applicable to the statements filed with the 
SEC under the new act. Apparently, these 


regulations are not to be applied to the 
financial statements sent to stockholders. 
However, reports to stockholders are not 
entirely free of regulation, since Section 
30 (d) includes the very important pro- 
vision, that reports to stockholders “shall 
not be misleading in any material respect 
in the light of the reports required to be 
filed” with the SEC. This section appears 
to mean that the balance sheets, income 
and surplus statements, the statements of 
portfolios, and other information to be 
supplied stockholders, are not to be pre- 
scribed in detail, but all such information 
must be in substantial agreement with 
that filed with the SEC, particularly as to 
clarity of expression, and as to the more 
obvious inferences to be drawn from the 
information. In other words, an invest- 
ment company cannot report one result 
of operations to the SEC and a materially 
different result to stockholders. If such a 
case should arise, the SEC may proceed 
against the offending investment company 
by injunctive or criminal-court proceed- 
ings. 


CERTIFICATION OF STATEMENTS 


Section 30 (e) leaves to the discretion 
of the SEC the matter of requiring certi- 
fied statements. This provision covers both 
statements filed with the SEC and the 
statements sent to stockholders. Aside 
from stockholders’ reports, this provision 
is similar to that included in the Exchange 
Act. The examination on which a required 
certificate is based must be ‘“‘not less in 
scope of procedures followed than that 
which independent public accountants 
would ordinarily make for the purpose of 
presenting comprehensive and dependable 
financial statements...” This language 
suggests that the selection of area or areas 
which should be included in an examina- 
tion, and the detailed procedures to be 
followed in the audit itself, are to be left in 
the hands of the public accountants and 
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their organizations. It is their job to study 
these problems and to agree upon what is 
an adequate examination of an investment 
company. Once this step is taken, any de- 
parture from the accepted procedure, or 
any limitation of scope beyond that gen- 
erally recognized by public accountants, 
would seem to be prima facie evidence of 
failure to complete the type of audit re- 
quired by this Act. This interpretation of 
the language of Section 30 (e) would not 
freeze auditing standards at the existing 
levels. Instead the door would be left open 
for improvements, but in the meantime 
observance of at least the minimum stand- 
ards recognized as adequate by the profes- 
sion would be required. 

The certificate of the public accountant, 
if required, must contain whatever infor- 
mation as to nature and scope, procedures, 
findings, and opinion, as the SEC may 
prescribe. In addition, the certificate must 
contain an explicit statement that securi- 
ties have been verified as required by the 
SEC. This latter point is one of the pro- 
visions included to remedy a known weak- 
ness of investment company reporting of 
the past. The SEC found, in its study of 
investment companies, that the majority 
of published certificates contained no men- 
tion of verification of securities. The audi- 
tors in these cases may have verified secu- 
rities but under the Investment Company 
Act they must state so specifically. 


ACCOUNTS AND RECORDS 


Accounts and records of investment 
companies are regulated in certain respects 
by Section 31. Accounts and records are to 
be preserved, and are to be subject to ex- 
amination by the SEC. These provisions 
are obviously necessary. The interesting 
provision of this section is found in sub- 
section (c). 

The Commission may, in the public interest or 


for the protection of investors, issue rules and 
regulations providing for a reasonable degree of 


uniformity in the accounting policies and princi- 
ples to be followed by registered investment com- 
panies in maintaining their accounting records 
and in preparing financial statements required 
pursuant to this title. 


It is the phrase “reasonable degree of uni- 
formity” which is of most importance, but 
it is not clear how much authority this 
phrase allows the SEC. The whole subsec- 
tion applies to both accounting records and 
to financial statements, and clearly the 
SEC has authority to prescribe how the 
results of important types of transactions 
are to be determined, and how the results 
shall be reported. Apparently the SEC also 
has authority to prescribe how these trans- 
actions are to be recorded, but it is not 
clear that this authority extends to spec- 
ifying the accounts to be used. The original 
draft of this bill specifically authorized the 
SEC to prescribe uniform systems of ac- 
counts for investment companies and it is 
possible that the SEC has sufficient au- 
thority under the ambiguous phraseology 
referred to, to promulgate uniform systems 
of accounts. At any rate the SEC un- 
doubtedly has adequate authority to pre- 
scribe the manner of determining such 
items as security profits and losses, the 
treatment of such items as stock dividends, 
and the manner of reporting such items. 
One may quarrel with the indefinite lan- 
guage used in Section 31 (c) but not with 
its purpose—which is to secure uniformity 
in accounting and reporting policies. 


SELECTION OF AUDITORS AND 
CONTROLLERS 


The final section which bears directly 
on accounting matters is Section 32 which 
covers the selection of auditors and con- 
trollers. Auditors are to be selected by in- 
dependent directors, and their selection 
ratified by the stockholders. In addition, 
the auditors’ report is to be addressed both 
to the board of directors and to the secu- 
rity holders. These requirements bear a 
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close resemblance to comparable provi- 
sions of the English Companies Act, and 
similar provisions have recently been 
adopted by some of our large industrial 
companies. The stockholders’ ratification 
of the selection of an auditing firm, and 
addressing the auditors’ report to the se- 
curity holders, will obviously not cure all 
of the ills demonstrated in recent years in 
the field of auditing. Making auditors re- 
sponsible to the security holders is not a 
panacea and will not of itself necessarily 
result in the most accurate and intelligible 
of statements. This step, however, at least 
places in the hands of the stockholders 
both the right of ratification and of re- 
moval, and from a legal standpoint the 
auditors are more directly liable to stock- 
holders in the event the auditors fail in 
some phase of their engagement. 

The controller, or principal accounting 
officer, is likewise placed in a new position 
with respect to security holders. The con- 
troller must be selected either by the 
stockholders or by the board of directors. 
The signature of the controller has been 
required since 1933 under the Securities 
Act, and the SEC has repeatedly stressed 
the importance to investors of a controller 
who is not only honest and efficient but 
who is also granted sufficient authority 
within the company to fulfill his role as 
a defense against irresponsible or dis- 
honest management. Despite these de- 
velopments, the Investment Company Act 
is, so far as I am aware, the first statutory 
recognition of the importance of the con- 
troller to all parties concerned with the 
financial record of the company. Again, 
as in the case of auditors, a change in the 
method of selection cannot be expected to 
result in a perfect record for controllers, 
but at least Section 32 (b) should serve to 
reinforce the efforts of controllers to secure 
better accounting policies by providing a 
direct line of responsibility, and access to, 
the elective body. 


RULES 


The Investment Company Act provides 
the legal framework which must be clothed 
in regulations, rules, and orders, before it 
can operate efficiently. Many such rules 
will necessarily deal with accounting prob- 
lems. What problems will be considered, and 
what solutions will be adopted, can only be 
a matter of conjecture at this time but at 
least a few of the problems most urgently 
in need of consideration can be indicated. 

First in order of importance is the meth- 
od of determining security profits and 
losses. There are a number of methods 
from which to select, each with its follow- 
ing. Of these, the average cost method 
combines more completely the virtues of 
theoretical accuracy, and practicability, 
than do any one of the other methods. 
Average cost is by no means perfect but I 
believe it is more nearly a correct measure 
of profits and losses than are the alterna- 
tive methods. 

A second problem is the statement of 
portfolio values in the balance sheet. I be- 
lieve that marketable securities are better 
stated at current market quotations than 
at cost, or at either of those anomalies, 
“book value” or “‘less than cost.” 

A third problem is the reporting of se- 
curity sales, and portfolio values, when se- 
curities have been written down in amount 
but without a thoroughgoing reorganiza- 
tion. To report profits or losses in such 
instances, without qualification, is not 
straightforward accounting of steward- 
ship. 

A fourth problem is the reporting of 
securities retired. This applies to both 
closed-end and open-end companies but is 
ordinarily of more importance to the lat- 
ter. Very few companies have reported to 
their stockholders the effects on the equity 
accounts of retirements made at discounts, 
and at premiums. I feel very strongly that 
investment companies should report fully 
the changes resulting from retirements. 
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SUMMARY 


I have mentioned only five of the fifty- 
two sections of the Investment Company 
Act. These five sections, which treat of 
accounting matters, are interrelated and 
woven together to form a coherent whole. 
The purpose of these provisions is clearly 
to secure for investors more intelligible 
and informative reports than they have 
secured in the past. Many of the require- 
ments are new; others are extensions of 
requirements already developed under the 
two securities and exchange acts. Of the 
latter, the requirement that investment 
companies register with the SEC, and fur- 
nish certified statements, has proved its 
value in the past six years. The new re- 
quirements are of course untried; but con- 
sidering the characterof the newprovisions, 
there seems to be little question but that 
they will prove of great value to anyone 
interested in the accounting and reporting 
practices of investment companies. Among 
the new requirements, those covering 
stockholders’ reports, authorizing the SEC 
to establish rules for the treatment of im- 
portant types of transactions, and giving 
to stockholders more power in the selection 
of auditors and controllers, are of out- 
standing importance. 

Governmental regulation of accounting 
and reporting practices need not freeze 
standards at a given level, but such regula- 
tion is always open to that charge. Of 
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course it is not difficult to find examples 
of industries in which this result has oc- 
curred and admittedly the danger may be 
present even under the most flexible of 
laws. However, in the case of investment 
companies, the choice seems to have been 
between the danger of checking by legisla- 
tion the improvements of accounting and 
reporting practices of a few of our better 
companies, and continuing with the hap- 
hazard and confused practices which still 
existed at the end of 1939. 

In drafting this act the Congress has 
apparently attempted to avoid both of 
these extremes. The impression created by 
the accounting provisions of the Inves- 
ment Company Act is that investment 
accounting and reporting standards are 
improving, and that the function of the 
SEC is first to bring the stragglers up to 
the minimum found adequate for inves- 
tors, and then to encourage improvements. 
These aims will require numerous rules 
and regulations. The drafting of such rules 
will require a considerable period of time. 
However, I believe we can confidently ex- 
pect that investment companies will soon 
be following similar policies on important 
accounting matters. We can also expect 
that accounting reports to stockholders 
will be reasonably comprehensive, and will 
be comparable in terminology, and in 
method of presentation. 
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THE ASSET APPROACH TO ELEMEN- 


TARY ACCOUNTING 


Louts O. 


troductory accounting who has not 

from time to time been driven to 
self-analysis and analysis of his subject 
matter as he watches the struggles of his 
beginning students. His first reaction is, no 
doubt, to blame the difficulties on the im- 
maturity or lack of capacity of the stu- 
dents. Or, those who teach accounting to 
freshmen begin to doubt the advisability 
of offering this course to first-year students. 
However, little can be done to improve the 
students’ native abilities or toward sud- 
denly increasing their maturity. Further- 
more, elementary accounting serves as an 
excellent foundation in a business ad- 
ministration curriculum and many colleges 
do not desire to postpone it beyond the 
freshman year. Perhaps, therefore, many 
teachers of accounting are forced to the 
conclusion that standard approaches used 
in the introduction of accounting are static 
—outmoded—that there is a need for a 
reorganization of the beginning course ma- 
terial; a realignment of emphasis in order 
to capture the interest and fulfill the ex- 
pectations of the students. 

Because we in our department felt very 
keenly this need, during the past five years 
a new approach—the asset approach—to 
the study of accounting has been de- 
veloped. This asset approach was planned, 
at first, to meet the more general needs of 
the student in the liberal-arts college. As 
we have worked with it, I have become 
convinced that it is of equal merit for the 
business-administration student and for 
the student interested in accounting as a 
profession. Needless to say, no claim can 
be made that we have solved all of our 
teaching problems, but our use of this de- 
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parture from the usual approaches has 
made us conscious of weaknesses in the 
plan that had been followed and has con- 
vinced us of certain very definite gains ac- 
complished. This paper is descriptive of 
this asset approach and the ensuing pro- 
cedures and an attempt at an evaluation 
of this method in contrast to the usual 
modes of development in the early stage of 
presenting an introduction to accounting. 

Historically, accounting in its evolution 
toward modern practices responded to the 
demands of business for recordkeeping. In 
its earlier stages, when the single pro- 
prietorship and the partnership were the 
dominant types of business organization, 
the principal purpose of accounting was 
protection of the contributions and rights 
of the interested parties. For instance, 
single entry is mainly a record of rights and 
claims ; the principal records are concerned 
with the creditors, the owners, and the 
customers. Under the influence of a legal 
philosophy, net worth became a residual 
amount—the difference between the assets 
and the liabilities. The accounting prob- 
lems of net worth were those chiefly con- 
cerned with the allocation of proper 
amounts to the various owners, or to the 
various classes of owners. 

As a result, accounting assumed a defi- 
nitely legalistic flavor. The body of ac- 
counting thought was filled with the 
requirements of the law. While the going- 
concern concept was constantly reiterated, 
especially in justification of asset valua- 
tions, there was a generally accepted im- 
plication that the credit side of the balance 
sheet reflected equities in the assets shown 
on the debit side. At the same time, the 
accountant vigorously denied the logical 


| 
| 


consequences of these legalistic assump- 
tions; he was not willing to show the assets 
at current objective valuations. 

With the increase in the use of the corpo- 
rate form of organization, the law con- 
tinued to exert a dominating influence on 
accounting. A large proportion of the 
body of corporation accounting is con- 
cerned with the rights of the creditors and 
stockholders. And, rightly, this should be 
the case. Since the fundamental difference 
between partnership accounting and corpo- 
ration accounting consists of the peculiar 
problems piesented by protecting the 
rights of the interested parties, the rights 
of creditors and stockholders should not 
be neglected. These statements cannot be 
denied ; yet, the question of relative impor- 
tance between an economic and adminis- 
trative emphasis as compared to a legalistic 
emphasis, naturally, under modern condi- 
tions, comes to the forefront as a problem 
of major significance. 

It was inevitable that the teaching of 
accounting should follow the broad out- 
lines of practice. The early writers and 
teachers gave only a portion of their time 
and attention to the student; essentially, 
they were practitioners rather than 
teachers. Consequently, from the begin- 
ning of formal accounting instruction, the 
teachers and the textbooks attested the 
influence of the law. In the more advanced 
stages of instruction, the topics most often 
presented were those having a close con- 
nection with legal decisions. In the in- 
troductory phases of the subject, liabilities 
and the proprietorship items were pre- 
sented as claims against the assets, or as 
equities in the assets. Incomes were taught, 
and still are, as increases in proprietorship, 
and expenses as decreases in proprietorship. 
Such a procedure leaves the beginning 
student with the idea that accounting 
must, as a primary requisite, concern itself 
with the requirements of the law. His at- 
tention is focused on the right side of the 
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balance sheet; he is led to emphasize the 
claims against the assets, or the equities in 
the assets, rather than to center his at- 
tention on the important part played by 
the assets. 

In the last twenty years accounting 
practice and accounting theory have 
undergone rapid and extensive changes. 
During this period there has been a gradual 
but constant movement toward a con- 
sideration of accounting as a control device. 
Changes in business practices have made 
it necessary for accounting to adapt itself 
to the dynamics of industry. For instance, 
during the last two decades the valuation 
of assets has been an important topic. In 
many circumstances the business man has 
insisted that valuation changes be made 
and the accountant has found it necessary 
to comply with these suggestions of an 
urgent need. In a large measure the busi- 
ness man views his asset valuations as an 
index of future costs of operations; he is 
constantly conscious of their influence on 
his costs in subsequent fiscal periods. 
Furthermore, the rapid spread of budget- 
ing procedure, the use of normal burden 
rates, and the development of standard 
costs bear witness of the shift to the view 
that accounting has become a valuable tool 
of management and must be designed to 
perform that function to the best advan- 
tage. 

Accountants in public practice are recog- 
nizing the significance of the economic 
characteristics of assets in their influence 
on costs and are adjusting their procedures 
to the demands of such an emphasis. This 
is illustrated by a recent bulletin—No. 5— 
issued by the Committee on Accounting 
Procedure of the American Institute of 
Accountants. Paragraphs 4 and 5 in that 
bulletin read, “the committee is of the 
opinion that when such appreciation has 
been entered on the books, income should 
be charged with depreciation computed on 
the new and higher values. This proposi- 


| 


10 The Accounting Review 


tion is the most important part of the 
present statement and for it there seems to 
be general support. A corporation should 
not at the same time claim larger property 
values in its statement of assets, and pro- 
vide for the amortization of smaller prop- 
erty sums in its statement of income. 

“It is recognized that in the past the 
contrary view has been held in the profes- 
sion and in other authoritative quarters, 
and in some cases it may be unreasonable 
to require a corporation to change a treat- 
ment adopted in good faith in the past. 
The committee believes, however, that a 
change to conform to the views now ex- 
pressed is very desirable, and that members 
of the institute should exercise their in- 
fluence to the utmost to bring about such 
changes.” These quotations seem to indi- 
cate a very significant trend and the 
remainder of the bulletin gives evidence 
that further problems of a similar nature 
are under consideration by the committee. 

A recent publication in accounting 
theory makes evident the increasing at- 
tention to an emphasis on the assets, to the 
change from a legalistic to an administra- 
tive concept as the basic function of the 
accounting processes. Professors Paton and 
Littleton in An Introduction To Corporate 
Accounting Standards write’ ‘Because ac- 
counts and financial statements relate to 
business enterprise rather than to owners, 
revenues and costs are defined in terms of 
changes in enterprise assets rather than as 
increases or decreases in proprietorship.” 
In developing this idea they write? “Gains 
and losses are changes in enterprise assets, 
not in proprietors’ assets or in stock- 
holders’ assets. Accounting theory, there- 
fore, should explain the concepts of 
revenue and expense in terms of enterprise 
asset changes rather than as increases or 
decreases in proprietors’ or stockholders’ 
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equities. Economic and administrative de- 
terminants, with due recognition of legal 
points of view, are at the base of the account- 
ing concepts of capital and income. In this 
connection accounting practice has proved 
to be more rational than accounting 
theory.” In their monograph, as the con- 
clusion of the section on Continuity of 
Activity, these same authors write,’ “Since 
the concepts of business entity and con- 
tinuity predicate an enterprise or institu- 
tional point of view, accounting theory 
likewise is oriented first to the enterprise 
as a production economic unit and only 
secondly to the investor as legal claimant 
to assets.” Whatever may have been the 
point of view of accounting theory in the 
past, these quotations indicate that the 
modern trend is in the direction of the as- 
sets as the central object in the determina- 
tion of principles. 

When accounting is viewed in the light 
of modern practice and theory, therefore, 
there seems to be sufficient foundation for 
the statement that the use of the equation 
Assets equals Liabilities plus Proprietorship 
as a starting point for the beginning stu- 
dent is not consistent with the latest de- 
velopments. Practically, it is no longer cor- 
rect to say that the creditors have claims 
on the assets as of the date of the balance 
sheet. In all probability, the creditors will 
be reimbursed from an entirely different 
set of assets. The legalistic connotations of 
accounting are giving way to an emphasis 
on the profit-making function of the assets. 
The modern significance of the statement 
of profit and loss as compared to the bal- 
ance sheet indicates that the trend of 
practice and theory is away from the fiction 
of statics to the realities of dynamics. If all 
these statements are true, that is, if all 
these criticisms are valid, the basic equa- 
tion is not the most desirable preliminary 
step for the beginning student. It leads him 
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to accept principles of thought and action 
which are not in accordance with current 
developments in the field of accounting. It 
puts him in a position which requires him, 
at some later time, to change his point of 
view. 

In addition to the foregoing, there are 
other criticisms of using the balance sheet 
equation as the starting point for beginning 
students. The use of an equation introduces 
an element of mathematics which literally 
frightens a great many students. Whether 
or not it should do so is beside the question ; 
the fact remains that it does. Innumerable 
students consider themselves unable to 
understand mathematics; with them this 
particular lack of ability is an original as- 
sumption. Since an equation is mathe- 
matics, the introduction of the subject of 
accounting by this means is a psychological 
handicap. However, even if the opening 
equation is not insurmountable, the sub- 
sequent explanation of incomes and ex- 
penses in terms of proprietorship becomes 
very complicated. A diagram of the pro- 
cedure, showing an income account placed 
within the right side of the proprietorship 
account and an expense account enclosed 
in the left side of the proprietorship ac- 
count, from the student’s point of view is 
literally the last straw. To the initiated, it 
is all very simple; but, at the time of its 
first presentation, it fails to come within 
the mental capacities of a great many 
students. 

Finally, the use of the balance sheet ap- 
proach teaches the student many intro- 
ductory steps that it is necessary for him 
later to unlearn. From a teaching point of 
view, this may not seem necessarily to be 
the case. While demonstrations of the 
effect of transactions on the basic equation 
may be intended to present only the basic 
principles involved, the student can very 
easily get the wrong impression. Unless, 
from time to time, the method of develop- 
ment is specifically explained to him, the 
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student may assume that he is learning the 
procedures for keeping the accounts. They 
may become confused by so many changes 
in procedure and it is not uncommon for 
them to feel that they have been led 
through a great many unnecessary steps. 
Enquiring ones have been known to ask 
their instructors if they have finally been 
taught how transactions are actually re- 
corded in practice. Oftentimes, this par- 
ticular difficulty of the student presents a 
real and vital problem, one with which 
every accounting teacher has had to cope. 
The natural starting point for the asset 
approach is not a condensed balance sheet 
stated in the form of a mathematical 
equation, but a study of the assets used by 
business enterprises in the conduct of their 
affairs. In this first step, it is advisable to 
ignore completely, for the time being, the 
entire right side of the balance sheet. In 
this way, the student’s attention is at once 
centered on the assets. He learns the mean- 
ing of the different asset items, classifica- 
tion of the assets, and the kinds and pur- 
poses of assets used by various types of 
businesses. One of the first things he learns 
is to associate the nature of a business with 
the kinds of assets needed to perform the 
required services. He begins with a busi- 
ness administration point of view toward 
the characteristics of the assets and at once 
concentrates on the purposes of the busi- 
ness enterprise. His first impressions are 
related to the manner in which the various 
kinds of assets contribute to the function 
of the enterprise as a whole. He learns to 
think of assets in terms of the services they 
will produce or command and to associate 
the uses of the assets with the costs in- 
volved in acquiring the profits of the enter- 
prise. A significant advantage of this intro- 
duction is that the student learns first the 
different assets required by various types 
of business enterprises. He begins with an 
important reality. 
The next logical step is a discussion of 
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the sources of the assets and the uses to 
which they are put. The profit and loss 
statement affords an excellent combination 
of these two factors. The incomes are ex- 
plained as sources of assets from opera- 
tions; the expenses are explained as costs 
of services consumed in the acquisition of 
incomes; at the same time, it is pointed out 
that these costs may immediately, or will 
eventually, result in decreases in assets. At 
this point, a great deal of emphasis must 
be laid on the fiscal period; increases in 
assets from incomes within the fiscal period 
and the cost of services consumed within 
the fiscal period are stressed. It is possible 
to create in the mind of the student an 
understanding that payment for the 
services in the same fiscal period in which 
they are used is not an essential feature of 
expenses, that the significant factor is the 
cost of the services used within a fiscal 
period. All of this is very valuable ground- 
work for the later study of adjustment and 
closing procedures. However, the really 
important point is that the student as- 
sociates the assets with business operations 
and begins to understand the connection 
between assets and incomes, between as- 
sets and expenses, and between assets and 
the purposes for which the business is 
organized. He begins with a business ad- 
ministration point of view. 

From the statement of profit and loss, 
the development proceeds to the other im- 
portant sources of assets: owners and 
creditors. For this purpose, only the right 
side of the same balance sheet is used, the 
right side of the same balance sheets from 
which the assets were studied. The student 
learns that some of the assets were acquired 
from creditors and that an equivalent 
amount of assets must be returned to these 
same creditors at some time in the future. 
This introduction of the time element leads 
naturally to a study of liability classifica- 
tion. Concerning the items in the net worth 
section, he is taught that the owners con- 


tribute certain amounts of assets to form 
the capital foundation of the enterprise 
and that an equivalent amount of assets 
must be retained by the corporation as 
long as it remains in existence or until it 
receives permission from the state to 
change its capital structure. Since he has 
already studied the statement of profit and 
loss, the meaning of the surplus item is a 
logical conclusion. He sees it as equivalent 
to an undistributed excess of assets from 
incomes over the cost of services used, an 
excess retained by and still under control 
of the business. 

This completes the cycle of introduction 
to the double entry method of record- 
keeping. The necessity for a double entry 
is explained as follows: not only must the 
increases in assets be recorded but, also, a 
record must be kept of the sources of the 
increases; and, not only must the decreases 
in assets be recorded but, also, the reasons 
for the decreases. Thus, all the items in the 
financial statements are explained in terms 
of assets, sources of increases in assets, and 
reasons for decreases in assets. The three 
primary sources of increases in assets are 
creditors, owners, and business operations. 
The three primary reasons for decreases in 
assets are payments to creditors, with- 
drawals by the owners, and the cost of the 
services consumed in business operations. 
It should be pointed out here that all of 
this development of the subject is done 
through the use of the items in the finan- 
cial statements. In a course designed for 
three hours credit each term for two half- 
year terms, the words debit and credit are 
not introduced until the close of the 
seventh or the beginning of the eighth 
week. All of the early part of the course is 
devoted to a study of the financial state- 
ments of several types of industries—retail 
store, manufacturing enterprise, public 
utility, railroad, bank, investment trust, 
and holding company. However, the stress 
is laid on the relationship of the various 
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items to each other; or, rather, emphasis 
is placed on the relationship of the assets 
to the other items in the statements. 

The next step is to join these concepts— 
assets, sources of assets, and uses for as- 
sets—in the group of financial statements; 
that is, all parts previously studied are as- 
sembled in a statement of profit and loss, a 
statement of changes in surplus, and a 
balance sheet. The statement of profit and 
loss appears as a historical record of the 
sources of assets and cost of services used 
in the operations of the business affairs. 
The statement of changes in surplus indi- 
cates the net amount of increase in assets 
from business operations, the amount of 
assets distributed to the owners as divi- 
dends, and the final figure as equivalent to 
the amount of assets from operations re- 
tained by the corporation. From one point 
of view the balance sheet is a list of the 
various assets and the sources from which 
they were derived; from the other point 
of view, it is a list of the assets and the uses 
to which they may be put. In other words, 
the liabilities show where some assets came 
from at some time in the past and they 
indicate uses which must be made of 
equivalent amounts of assets at some time 
in the future. The capital stock item shows 
that assets were contributed by the owners 
at some time in the past and indicates that 
an equivalent amount of assets may not 
be used for dividend purposes. The surplus 
item shows that some of the assets were 
derived from operations and indicates that 
an equivalent amount of assets may be 
distributed as dividends to the owners. 
Because of the nature of the development 
of the subject, these aspects of the financial 
statements can be made very real to the 
student. 

Immediately after the two sides of the 
balance sheet are joined together and 
studied in relation to the surplus statement 
and profit-and-loss statement, the schedule 
of cost of goods sold for a manufacturing 
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concern is introduced and its relation to 
the profit-and-loss statement is explained. 
At first thought, it may seem premature 
and confusing to present manufacturing 
profit-and-loss statements at this early 
stage in the students’ introduction to ac- 
counting. However, there is a real purpose 
for so doing. So important is the idea of the 
fiscal period, that this device is used to 
fasten it in the mind of the student. There 
is no better medium for clinching his under- 
standing of the significance of the fiscal 
period than through making clear to him 
the distinction between cost of raw ma- 
terials used, cost of manufacturing, cost of 
goods completed, and cost of goods sold. 
Experience has shown that the student is 
completely capable of grasping the sig- 
nificance of these terms and that he can 
learn to prepare a schedule of cost of goods 
completed. 

The transition from the financial state- 
ments to the ledger accounts is accom- 
plished by means of studying the effect of 
business transactions on the statements. A 
postclosing trial balance as of the close of a 
period is the starting point. From this trial 
balance, a list of transactions for the en- 
suing fiscal period, anc supplementary in- 
formation for the necessary adjustments 
financial statements are prepared. The 
transactions are stated in summary form 
and a working sheet is used to assemble 
the data. Incidentally, these procedures af- 
ford training in transaction analysis in 
organization of material, and serve as an 
excellent introduction to the preparation 
of adjustments. The principal function of 
this section, however, is to bridge the gap 
between the financial statements and the 
ledger accounts. 

As previously indicated, all of this 
orientation material is presented without 
the use of the words debit and credit. For a 
period of approximately seven weeks, the 
student studies assets with their sources 
and uses, the relationship of the items on 
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the financial statements, business trans- 
actions, and the administration of an 
enterprise for profit without the formal de- 
tail of entering amounts in the ledger ac- 
counts. He is given an opportunity to 
understand the terms and the reasons for 
accounting and, therefore, does not per- 
form procedures simply because he has 
memorized a routine. He is given a basis 
for understading the why of what he does. 
As a result, when he encounters new situa- 
tions, he has a foundation of principles 
upon which to base his reasoning and is, 
therefore, equipped to solve the difficulties. 
This is basic for all successful teaching 
techniques. 

There is still another advantage to this 
long period of introduction in which there 
is such an extensive study of statements 
and a complete omission of routine book- 
keeping entries. The students do not be- 
come lost. It often happens that students 
miss a part of the material at the very be- 
ginning of a course. This may result from 
absences, failure to make preparations, or 
failure to understand certain key points. 
Since, with the usual methods of introduc- 
tion each day’s assignment is predicated 
upon an understanding of the previous 
day’s work, the student may fall hopelessly 
behind the rest of the class. When the in- 
troduction is made through an extensive 
study of the relationships of the items in 
the financial statements, this rarely occurs. 
As presented, the sequence of material in 
the asset approach is not so vitally cumu- 
lative and the same points are covered 
under several different headings. For in- 
stance, adjustments are studied in three 
different sections of the introduction; 
namely, in connection with the financial 
statements, in the study of the effect of 
summary transactions on the items in the 
statements, and in the use of ledger ac- 
counts. Naturally, the student builds on 
what he has learned, but the topics are dif- 
ferent enough to allow him to proceed 


even though he has failed to understand 
a part of the previous material. 

To summarize its advantages, the use of 
the asset approach gives the beginning 
student a start which is consistent with 
modern practice and modern theory. The 
equities are not treated as claims on the 
assets as of the date of the balance sheet 
and the emphasis is on the economic and 
administrative functions of accounting 
rather than upon its legalistic implications. 
The fact that the method is not mathe- 
matical relieves it of that psychological 
handicap and eliminates the complexities 
of using the equation in the explanation of 
incomes and expenses. Furthermore, be- 
cause no untrue procedures are introduced 
and, at once, the student deals with real 
and practical facts and situations, the 
method is pedagogically sound. Finally, 
the use of this method leads to a natural 
and logical treatment of adjustments and 
closing at the end of the fiscal period. Ad- 
justments may be analyzed in exactly the 
same manner as transactions; that is the 
entire adjustment procedure is based upon 
increases and decreases in assets and the 
sources of the increases or reasons for the 
decreases. The closing entries do not relate 
themselves to changes in proprietorship 
but to the sources of assets and costs of 
services consumed in a specific fiscal period. 
The student sees the partition of the flow 
of income and expense according to the | 
fiscal period in which the increases in as- 
sets and costs occurred as the reason for 
the closing entries. 

The asset method of approach has been 
used for the past five years in the introduc- 
tory accounting classes at Western Reserve 
University. Although there are a few 
sophomores and upper classmen in each 
class, it is a freshman course. All freshmen 
who, in their applications for admission, 
have expressed their intention of working 
toward a B.B.A. degree, are required to 
register in an accounting class. These first- 
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year students are able to cope with the 
materials used in the introduction to ac- 
counting and appear to have no more dif- 
ficulty with it than with any other of their 
freshman subjects. In later courses in eco- 


nomics and business administration, and 
especially in their intermediate and ad- 
vanced accounting courses, they give every 
indication of having built upon a workable 
foundation of accounting principles. 


STOCK DIVIDENDS FROM THE VIEW. 
POINT OF THE DECLARING 
CORPORATION 


THOMAS YORK 


HETHER the subject of stock divi- 
W dends is approached from the 

standpoint of the declaring cor- 
poration or from the standpoint of the 
receiving stockholders, it is quite essential 
to distinguish the several types of stock 
dividends one from the other. The first and 
primary classification is the two-fold divi- 
sion between dividends declared in any 
class of stock on common stock and divi- 
dends declared in any class of stock on 
preferred stock. The first of these two 
general types, consisting of any class of 
stock distributed on common stock, is by 
far the more important, and it may in 
turn be divided into two subgroups—com- 
mon on common, and preferred on com- 
mon. This discussion will, therefore, center 
around the following three types or classes: 


1. Common on common 
2. Preferred on common 
3. Common or preferred on preferred. 


The first of these types of stock divi- 
dends, common on common, is of course, 
the one most frequently met with. It con- 
sists of the issue, gratis and ratably, of 
additional common shares to the common 
stockholders. As ordinarily conceived, it 
has a two-fold effect—a split-up or sub- 
division of the outstanding common shares 
and a capitalization of surplus. However, 


there is no inherent relation between the 
issue of common shares and surplus capi- 
talization, so that common shares may be 
issued for no consideration without any 
surplus capitalization, or surplus may be 
capitalized without the issue of any com- 
mon shares. Of course, where shares of 
common stock are assigned a so-called par 
value or stated value, a fixed relation is 
established between the number of shares 
issued and the amount of surplus capital- 
ized at the same time, but such inter- 
connection between these two factors is 
purely factitious. The assignment of a par 
or stated value to shares of stock and the 
treatment, as usually insisted upon by the 
law, of the aggregate par or stated value 
of outstanding shares as determining the 
amount of stated capital is, it is sub- 
mitted, a purely arbitrary practice for 
which no satisfactory and logical reason 
can be adduced. On the contrary, it is the 
cause of much confusion in both law and 
accounting. 

Let us first turn our attention to one of 
the aspects of a stock dividend consisting 
of common shares on common shares, 
namely, the split-up or subdivision of the 
outstanding shares caused by such divi- 
dend. A share of common stock may be 
defined as the smallest undivided frac- 
tional interest in the net corporate prop- 
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erty (net after the money claims of credi- 
tors and preferred stockholders) which is 
transferable on the company’s books, and 
in terms of which the respective interests 
of the stockholders and any portions of 
them transferred are measured. Such share 
is one of a number of equal proportionate 
parts or fractions into which the entire 
common stock interest is divided for the 
purpose of indicating the respective rights 
of the stockholders. This interest consists 
of all the rights of property owned in 
common by a number of proprietors, and 
operated as a going business by a board 
of representatives, the directors. Stated 
otherwise, the proprietorship of the com- 
mon stockholders consists, first, of the 
right to share, individually and ratably, 
in all distributions of the common prop- 
erty among the co-proprietors, when 
authorized by the board of directors acting 
for the going concern and then not in ex- 
cess of the existing surplus, or when 
authorized by the liquidators acting for 
the corporation in liquidation, after the 
money claims of all creditors and preferred 
stockholders have been satisfied; and 
second, of the right to exercise propor- 
tional voting power, as based on the size 
of the respective stock holdings, in all 
matters affecting the ultimate use and dis- 
position of the common property. 

It is evident that unlike the interest of 
a corporate creditor or of a preferred stock- 
holder, the interest of a common stock- 
holder cannot be quantitatively measured 
by a sum of dollars. To be sure, his share- 
holding may be expressed in terms of its 
market value, or in terms of its cost to 
himself, or in terms of the amount of cor- 
porate net worth it represents, or so-called 
book value, or in terms merely of the 
amount of stated capital it represents in 
the case of shares with par or stated value. 
But none of these amounts is significant as 
denoting the nature and size of his par- 
ticular interest, that is to say, of his rights 


in the corporate enterprise. That interest 
is essentially of the same general nature as 
the interest of the member of a partner- 
ship, and it can, therefore, only be ex- 
pressed as a proportionate part or fraction, 
of which the denominator is the total 
number of common shares outstanding and 
the numerator is the number of shares 
held. If now a 50% dividend in common 
shares is declared on the common stock so 
that each common stockholder receives a 
stock certificate for additional shares equal 
to 50% of the number of old shares he 
holds, the effect of the so-called dividend 
is to divide the total common stock interest 
into a number of shares half again as large 
as before, and therefore, to reduce each 
share to two-thirds of its former size. The 
fractions denoting the respective interests 
of the several common stockholders, how- 
ever, remain the same because their nu- 
merators and their common denominator 
have been increased in the same propor- 
tion. Inasmuch as no additional contribu- 
tion of funds or capital is made against the 
issue of the shares, it is evident that apart 
from any capitalization of surplus which 
may accompany such split-up of the shares 
and apart from any increase in the relative 
voting power of the common stockholders, 
which the split-up may effect, if there is 
another class of stock with voting rights 
outstanding, the interests of the stock- 
holders are unaltered by the issue of the 
additional shares and from this point of 
view the transaction is devoid of any par- 
ticular significance.’ 

Does such split-up or subdivision of 
common shares have significance in any 


1 One of the legal prerequisites of a stock-dividend 
declaration is the existence of a charter-authorized 
power to issue additional shares of the class in question. 
This applies even to no-par value shares, which might 
be issued as a stock dividend without any concomitant 
surplus capitalization. In the latter case it seems rather 
incongruous that so much importance should be attached 
to what is in effect merely a mechanical process of sub- 
dividing shares or fractional parts. Of course, a stock 
dividend may also be declared in any reacquired or 
treasury shares which the corporation may hold. 
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other respect? It may be said that in the 
ordinary case the answer to this question 
is in the negative. Only when the market 
value of common stock is so high that a 
single share of it represents a larger invest- 
ment than many can or care to make in the 
stock, is anything useful accomplished for 
the common stockholders by the reduction 
of the size of their shares by means of a 
stock dividend or split-up. The market for 
the stock is thereby broadened. In this 
connection it must be reiterated that we 
are only considering the stock split-up 
separate and apart from surplus capital- 
ization, and for the moment we are not 
concerned with the case where by reason 
of the artificial assignment of a par or 
stated value to common shares, a split-up 
of the shares can be accomplished only to 
the accompaniment of surplus capitaliza- 
tion. It is also hardly necessary to say that 
common shares received by common stock- 
holders as a dividend, in no valid sense 
constitute income to them. 

In practice, it is true, split-up of com- 
mon shares, whether or not combined with 
surplus capitalization, occurs far more fre- 
quently than is warranted by the reason 
just given, namely, to lower the market 
value of the stock and make possible pur- 
chases of it by small investors who other- 
wise could not or would not be disposed to 
buy a single share of it. Usually the motive 
impelling American corporations to sub- 
divide their shares is hardly a commend- 
able one, as it consists of a desire to take 
advantage of a peculiar prejudice of stock 
speculators in favor of stocks whose prices 
range, say, from $25 to $75. When the 
market value of common shares rises above 
$150 or $200, from whatever cause, the 
stock is not generally considered an ad- 
vantageous speculating medium and is 
avoided by many speculative buyers. This 
neglect of the stock by speculators un- 
doubtedly retards the rate of any market 
advance that may be under way in it, and 
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the corporate management, which is not 
always above giving artificial fillip to the 
market for the stock, may cause the shares 
to be split up in order to bring their price 
within the lower range preferred by specu- 
lators. There can be little doubt that be- 
cause of the proneness of some manage- 
ments to accommodate stock speculators 
in this way, stock split-ups are most fre- 
quent in roaring bull markets, such as was 
witnessed in the twenties, and that they 
are instrumental in accentuating inflation- 
ary tendencies in the market. 

We shall now turn to the other and more 
significant aspect of stock dividends con- 
sisting of common shares distributed on 
common shares, namely, the capitalization 
of surplus. Such capitalization is some- 
times virtually credited with a mysterious 
power of altering a fact, that is to say, of 
transmuting earned net worth into paid-in 
net worth. As a matter of fact the ex- 
pression “surplus capitalization” refers 
merely to the corporate act of increasing 
the amount of stated capital, with the 
consequent reduction of the balance of the 
net worth, commonly called surplus. Ow- 
ing to the stockholders’ immunity from 
personal liability for corporate obligations, 
the amount of the corporate net worth is 
divided into two parts, stated capital and 
surplus. Stated capital, designated also by 
various other names, as capital stock, de- 
clared capital, legal capital, or merely 
capital, is a relatively fixed amount, being 
altered only by some corporate action. 
Like net worth and surplus, it merely refers 
to an abstract amount. Its purpose is 
principally to afford corporate creditors 
additional security, as it serves to increase 
the aggregate amount below which the 
corporate assets may not be reduced by 
dividend distributions. In other words, the 
total amount of assets may not be reduced 
by dividends below the sum of the amount 
of corporate debts and the amount of 
stated capital as fixed at the moment. 
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On the other hand, surplus, the residual 
amount remaining after deducting from 
the amount of the total assets the sum of 
the amount of the liabilities and the 
amount of the stated capital, represents 
the amount of assets which are subject to 
distribution among the stockholders upon 
the sole authority of the board of directors 
when the company is a going concern. 
Various methods are provided by general 
law for fixing and changing the amount of 
the stated capital. Whenever that amount 
is marked up, surplus is naturally reduced, 
and it is, of course, merely this shift of 
amount from surplus to stated capital 
which is commonly referred to as the 
capitalization of surplus. It stands to 
reason that the amount of the earned 
portion and the amount of the paid-in 
portion of the net worth are not affected 
by such transfer to stated capital. 

It is also pertinent to the general subject 
of stock dividends to discuss briefly at this 
point the question whether it is in accord 
with sound principle for a corporation to 
pay asset dividends when the only surplus 
available to absorb the charge is paid-in 
surplus, or as it is ordinarily expressed, 
whether a corporation should pay divi- 
dends out of paid-in surplus. Accountants 
appear to be practically unanimous in op- 
posing such dividends. On the other hand, 
the weight of judicial authority and the 
great majority of the dividend statutes, 
expressly or by judicial construction, 
sanction such payments. There can be 
little question in my opinion that the 
latter is the logical view. It would, indeed, 
be an anomalous situation if the board of 
directors, after distributing assets to the 
extent of the undivided profits, could not 
return to the common stockholders any 
portion of the funds contributed by them 
and no longer needed in operations; and 
the fairest and most equitable method of 
making the return is by pro rata distribu- 
tion, that is to say, by dividends declared 


in the ordinary way. Under the circum- 
stances assumed to exist, no harm is done 
to the interests of the common stock- 
holders by dividends paid out of paid-in 
surplus so long as no fraud is practiced 
upon them through misrepresentation of 
the source of the dividends. On the con- 
trary, such dividends represent the best 
disposition that can be made of idle and 
no longer needed funds. Of course, the 
rights of creditors and preferred stock- 
holders must not be prejudiced by such 
distributions. And there is no need of prior 
interests suffering injury by reason of such 
distributions. 

There is still apparently a rather preva- 
lent impression, despite the common use 
of no-par value shares, that surplus capi- 
talization is a necessary incident of the 
issue of additional shares, whether for or 
for no consideration, that is, in the latter 
case, as a stock dividend. However, as has 
already been stated, that is not true ex- 
cept where surplus capitalization is linked 
to the issue of shares in some arbitrary 
way. The par value or stated value as- 
signed to individual shares of stock is such 
an arbitrary link, because the aggregate 
par or stated value of all outstanding 
shares with such assigned amounts is taken 
to be the amount of stated capital.’ But 
where shares of stock are free of the arti- 
ficial par or stated value, that is, are so- 
called true no-par value shares, surplus 
may be capitalized at any time irrespective 
of whether or not there is a simultaneous 
issue of shares. Some of the statutes per- 
taining to no-par value stock contain ex- 


press provisions to that effect.* On the 

* Washington State Statute (Remington’s Rev. 
Stat. [1932], sec. 3803-24) provides that if a stock divi- 
dend is declared in par aie shares, the aggregate par 
value of such shares shall not exceed that portion of the 
corporation’s surplus which is transferred to stated capi- 
tal as payment for such shares. Here apparently par 
value represents only the minimum amount of surplus 
capitalized as an incident to a stock dividend. 

3 The special statutes dealing with the declaration of 
stock dividends in no-par value shares frequently pre- 
scribe the method by which the amount of surplus to 
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other hand, it is also true that no-par 
value shares may be issued as a stock 
dividend, that is to say, for no considera- 
tion, without bringing in their wake sur- 
plus capitalization. The stock dividend is 
in such case generally referred to as a stock 
split-up.* 

Where stated capital is increased with- 
out increasing the total net worth, that is 
to say, where surplus is capitalized, the 
question confronting the accountant is 
which portion of the surplus, earned or 
paid-in, where the two appear on the 
books, should be charged or represented as 
being diminished. Apparently on the 
analogy of the charge made to earned 
surplus on account of an asset dividend, it 


be capitalized is to be determined. In many cases the 
determination is made by the board of directors, and 
in most of these cases, at any amount they see fit. Cali- 
fornia (Civil Code, sec. 346a, as amended by L. 1933, 
c. 533, sec. 50) and Minnesota (Bus. Corp. Act, sec. 21) 
require, in the case of a dividend consisting of common 
shares, capitalization at the estimated fair value of the 
es. 

Of course, the stated capital, when the outstanding 
shares have par or stated value, can be increased by 
merely marking up the par or stated value. In the case 
of par value shares this method of increasing the amount 
of stated capital is awkward and cumbersome, because 
it involves the calling in of the outstanding certificates 
for the purpose of either replacing them with new certifi- 
cates which will show the new par value, or of stamping 
the old certificates with a legend making reference to 
the new par value. 

* All additional issues of common shares, irrespective 
of whether they are or are not made for a consideration, 
result in a split-up of the shares. This must naturally 
follow from the fact that shares of common stock are 
merely uniform, minimum fractions of the net corporate 
property. Where the common stockholders make addi- 
tional, pro rata contributions to the common property 
and there is no other class of stock with voting rights 
outstanding, they really acquire no additional rights. 
They own the same proportionate parts of the net prop- 
erty (now increased) as before, and it is not very ma- 
terial whether or not additional shares are issued to 
them, because such additional issue can only mean a 
split-up of the shares. Where the fresh contributions to 
the common property come from new members, 
of common stock must necessarily be issued to them. 
What actually takes place in such transaction is that 
the sharesaresplit up andeach oldstockholdersurrenders 
a proportionate number of them to the new stockhold- 
ers. The old stockholders continue to hold the same 
number of shares as before but the size of the shares is 
reduced. This reduction in the fractional parts, however, 
is counterbalanced by the increase of the whole, or the 
net common property, so that except possibly for their 
relative voting power, the old stockholders’ interests 
remain unchanged. 
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is assumed in many quarters that the cor- 
rect procedure is to make a similar charge 
in connection with a stock dividend in- 
volving the capitalization of surplus. The 
propriety of this practice can, however, be 


challenged on logical grounds. Surplus 
diminution resulting from an increase of 
stated capital is in quite a different cate- 
gory from surplus diminution resulting 
from a distribution of assets, and it, there- 
fore, does not follow that both should re- 
ceive the same accounting treatment. 

In dealing with this particular question 
it is imperative for clear exposition to 
draw a distinction between jurisdictions 
permitting asset dividends from paid-in as 
well as earned surplus, and jurisdictions 
which prohibit asset dividends from paid- 
in surplus, at least asset dividends paid to 
common stockholders. We shall first con- 
sider the accounting treatment of surplus 
capitalization when asset dividends from 
paid-in surplus are legally permissible. in 
this connection it is very essential not to 
overlook the fact that the amount of total 
surplus or distributable assets, and the 
amount of accumulated or undivided 
profits, are not necessarily identical quan- 
tities, because, on the one hand, surplus 
may exceed the undivided profits, in which 
case there is a paid-in surplus, and on the 
other hand, surplus may be less than the 
undivided profits, in which case a portion 
of the earned surplus has been capitalized. 

It is well to recognize from the very out- 
set of this portion of the discussion that 
the several net worth accounts of a cor- 
poration are called upon to perform a dual 
function, one being rather distinct from 
the other, although there is a certain rela- 
tion between the two. It is this double 
duty imposed upon this particular group 
of accounts which in certain situations is 
the source of some perplexity to those who 
are charged with the keeping of the com- 
pany’s accounts. According to what ap- 
pears to be the most logical view, the pri- 


um- 
lone 
ock- 
d-in | 
iced 
n of 
on- 
best | 
and § | 
the | 
ock- 
such 
rior 
such 
eva- 
use § 
api- 
the 
ror | 
tter f 
has 
ex- ff 
ked 
ary 
as- 
uch 
rate 
ling 
ken 
But § 
tti- 
so- 
ive 
ous 
er 
ex- 
the 
divi 
the H 
api- 
par ff 
plus | 
yn of 
pre- 


20 The Accounting 


mary function of these accounts is to indi- 
cate the maximum amount of assets at the 
moment distributable to stockholders. For 
this purpose the entire corporate net worth 
is divided into two parts, stated capital 
and surplus, and assets only equal to the 
amount of the surplus may be divided 
among the stockholders. Or to express the 
same thing in another way, the amount of 
the total assets may not be reduced by 
distribution below the sum of the creditor 
liabilities and stated capital. The amount 
of stated capital is thus added to the 
amount of the liabilities in order to deter- 
mine, on the one hand, the amount of im- 
pounded assets, not subject to distribu- 
tion, and on the other, the free amount of 
assets which is available for distribution. 
From the point of view of the creditors for 
whose protection this primary division of 
the corporate net worth is principally 
made, it is immaterial whether or not 
stated capital is apportioned among the 
several classes of stock where two or more 
classes are outstanding.’ Nor is it of any 
vital interest to creditors whether or not 
the total surplus is divided to show the 
amount of the paid-in portion and the 
amount of the earned portion. Their con- 
cern is essentially with the aggregate 
amount of stated capital and the aggre- 
gate amount of surplus. 

The other purpose fulfilled by the net 
worth accounts as customarily conducted 
is to show the sources, other than creditors, 
from which corporate funds have been de- 
rived. These sources are ordinarily two in 
number, stockholders and operations, and 
from this point of view the total net worth 
divides itself into two parts—the paid-in 


5 Such apportionment, which, to be sure, is custom- 
arily made, does not appear to carry significance from 
any point of view so long as there is no corresponding 
apportionment of paid-in surplus. The consideration 
that should weigh most in the determination of the 
amount of stated capital is the relation of that amount 
to the amount of the liabilities. Little or no cognizance 
of this principle, however, is taken in the general law 
pertaining to ordinary business corporations. 


and the earned portion. Now the two 
primary net worth accounts, stated capital 
and surplus, which are intended to show 
in the first instance the maximum amount 
of distributable assets, are also utilized to 
show the amount of paid-in net worth, 
or stockholders’ contributions, and the 
amount of earned net worth, or accumu- 
lated profits. For the achievement of this 
latter purpose surplus is divided into 
paid-in and earned surplus. The earned 
surplus (except where it has been dimin- 
ished by being capitalized) measures the 
undivided profits. Stated capital alone (ex- 
cept where it exceeds the stockholders’ 
contributions or paid-in net worth), or 
stated capital combined with any paid-in 
surplus, measures the stockholders’ con- 
tributions. 

Now it is quite Jogical that surplus, or 
the portion of it classified as earned sur- 
plus, should represent not only the amount 
of assets distributable to stockholders, but 
also the accumulated or undivided earn- 
ings, because the two quantities, distribut- 
able assets and accumulated earnings, 
though they may differ, are similarly af- 
fected, first, by the results of operations 
and, second, by asset distributions made 
to stockholders. The distribution of an 
asset dividend brings about a reduction in 
the amount of aggregate surplus or dis- 
tributable assets, and from the point of 
view of showing this amount, it is imma- 
terial whether the charge is made to paid- 
in or to earned surplus, because assets 
equal to the total surplus are available for 
distribution, as we have assumed. But it 
is also logical to regard an asset dividend 
as reducing the accumulated or undivided 
profits rather than the contributions of 
stockholders, and it is, therefore, neces- 
sary, in order to show this reduction as 
well as the reduction in the amount of dis- 
tributable assets, to charge the amount of 
the asset dividend to the earned portion 
of the surplus. 


‘ 
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By the same token it is logical that 
stated capital, which with the amount of 
liabilities represents the total amount of 
assets impounded and not subject to dis- 
tributions to stockholders, should at the 
same time represent, so far as possible, the 
stockholders’ contributions, which cannot 
be considered as being returned to stock- 
holders through asset dividends until the 
exhaustion of the undivided profits. Ac- 
cordingly, when the amount of stated capi- 
tal is increased merely at the expense of 
surplus, that is to say, when surplus is 
capitalized, there ensues a reduction of the 
amount of distributable assets, precisely 
as in the case of the declaration of an asset 
dividend. Here also it is a matter of in- 
difference, so far as showing the remaining 
amount of distributable assets is con- 
cerned, whether paid-in or earned surplus 
is charged on account of the surplus capi- 
talization, because only the reduction in 
the amount of the aggregate surplus is sig- 
nificant in this connection. But this re- 
duction of the amount of distributable 
assets is the only effect of surplus capital- 
ization, for unlike the asset dividend, sur- 
plus capitalization does not affect the 
amount of the undivided profits. As stated 
capital, in addition to thus impounding 
assets and preventing their distribution, 
represents also, partly or wholly, the 
amount of the stockholders’ contributions, 
it is reasonable to regard its increase due 
to surplus capitalization as reducing any 
existing paid-in portion of the surplus, 
also representing stockholders’ contribu- 
tions, rather than the earned portion of the 
surplus, representing undivided profits the 
amount of which is not affected by the 
surplus capitalization. 

In short, is it not a common-sense propo- 
sition that when assets are distributed to 
stockholders, the distribution should be 
regarded as made from the undivided 
profits rather than from the contributions 
of stockholders, and that its amount 
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should, therefore, be charged to earned 
surplus; but that when an increased 
amount of assets is impounded and its dis- 
tribution to stockholders barred as a re- 
sult of surplus capitalization, the im- 
pounding should be regarded as applying 
in the first instance to any as yet unim- 
pounded contributions of stockholders, 
that is to say, to any existing paid-in sur- 
plus, so that this class of surplus should 
be charged with the amount capitalized, 
and earned surplus only when there is no 
paid-in surplus? Besides, confusion results 
from using any other accounting pro- 
cedure relative to surplus capitalization, 
as the following example will show. Assume 
that a corporation’s entire net worth is at 
first divided between only two accounts, 
stated capital representing the entire 
paid-in portion of the net worth or stock- 
holders’ contributions, and earned surplus 
representing the entire earned portion of 
the net worth or undivided profits. Sup- 
pose that subsequently a portion of the 
earned surplus is capitalized, so that the 
undivided profits are now represented 
partly by earned surplus and partly by 
stated capital. Still later, during the con- 
tinuance of this state of the net worth 
accounts, the company issues additional 
par value stock at a price in excess of par, 
thus creating what seems to be paid-in 
surplus. At this point the situation is one 
in which the earned portion of the net 
worth, or the undivided profits, are repre- 
sented partly by a portion of the stated 
capital and partly by the whole of the 
earned surplus; and the paid-in portion of 
the net worth, or the stockholders’ contri- 
butions, are represented partly by the re- 
maining portion of the stated capital and 
partly by the whole of the paid-in surplus. 
Inasmuch as the stated capital account as 
ordinarily conducted does not show sep- 
arately its earned and paid-in portions, the 
three accounts obviously fail, in the cir- 
cumstances being considered, in the per- 
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formance of one of their functions, that of 
showing the sources of funds. One remedy 
for this situation might appear to be to 
set up a paid-in and an earned stated 
capital account, as well as a paid-in and 
an earned-surplus account, as is sometimes 
suggested. But such accounting would not 
produce a logical result, at least not under 
certain circumstances, as consideration of 
the following will demonstrate. Suppose 
that as the final transaction in the fore- 
going illustration asset dividends are dis- 
tributed in excess of the earned surplus, as 
they well might be in view of the assumed 
existence of what is termed a paid-in sur- 
plus. To what account should this excess 
be charged? It cannot, of course, be 
charged to stated capital. But to charge it 
to the alleged paid-in surplus would result 
in a misrepresentation, since the distribu- 
tion is one of profits and not of stock- 
holders’ contributions. The amount of un- 
divided profits is a fact that is not altered 
by any capitalization of earned surplus; 
and so long as undivided profits are pres- 
ent, whether represented by earned surplus 
or by stated capital, any asset dividend 
must be considered as effecting a distribu- 
tion of those profits rather than of stock- 
holders’ contributions. 

The proper accounting method of deal- 
ing with the situation before us would ap- 
pear to be one based on what, all things 
considered, seems to be a sound rule, 
namely, that no portion of earned surplus 
should be capitalized when there is a 
paid-in surplus. If a paid-in surplus does 
not exist at the time earned surplus is 
capitalized, and is only created subse- 
quently, it should be immediately capital- 
ized in place of an equal amount of earned 
surplus previously capitalized, and the 
capitalized amount of earned surplus thus 
released should be restored to its original 
surplus account. The short-cut method of 
effecting this adjustment is by direct 
transfer from paid-in to earned surplus. 


Any asset dividend then declared may be 
charged to the earned surplus thus re- 
created, if no earned surplus existed prior 
to such re-creation. In this connection it is 
well to stress the fact that when earned 
surplus has been capitalized, a subsequent 
reduction of stated capital, or decapital- 
ization as it is sometimes called, should be 
regarded as restoring the previous capital- 
ized amount to the earned-surplus account. 
To credit the amount of such decapitaliza- 
tion to paid-in or so-called capital surplus 
is to cause confusion in the keeping of the 
net worth accounts so far as their function 
of indicating the sources of funds is con- 
cerned. In some statutes the amount of 
such transfer from stated capital is de- 
nominated “reduction surplus” which is to 
be treated, according to a number of these 
statutes, as paid-in surplus, and according 
to others, as capital surplus.® These statu- 
tory provisions illustrate a tendency to 
look upon the capitalization of earned sur- 
plus as in effect altering the source from 
which funds represented by such surplus 
have been derived. Of course, there is no 
such alteration, and in the very nature of 
things cannot be.’ 


6 For example, Illinois statute (Bus. Corp. Act, sec. 
60, as amended by spec. sess. 1933-34, p. 146) provides 
that any surplus ‘‘arising out of a reduction of the stated 
capital of a corporation shall be deemed to be paid-in 
surplus.” 

7 In the final analysis this entire question of surplus 
capitalization and its converse, decapitalization, is not 
inherently the complex problem it appears to be, and 
the difficulties both of law and accounting encountered 
in connection with these operations are due to the gra- 
tuitous assignment of a so-called par or stated value to 
shares of stock, and treating such value as determining 
the amount of stated capital and as constituting the 
basis of taxing the shares. If par or stated value were 
abolished and the present method of taxing shares dis- 
continued, there would be no occasion for having a paid- 
in surplus account when there were ample undivided 
profits, realized or in prospect, to absorb all asset distri- 
butions and occasional losses. The entire paid-in portion 
could then be allocated to stated capital, and this would 
be a logical procedure, because with sufficient undi- 
vided profits existing, there would be little likelihood of 
any asset distributions being made from paid-in surplus, 
and there would accordingly be no occasion for carrying 
a paid-in surplus account. The amount contributed by 
stockholders plus any capitalized amount of undivided 
profits would be the stated capital. Surplus capitaliza- 


However, earned surplus which has been 
capitalized and then decapitalized and 
restored to its original account, is in a 
somewhat different category from earned 
surplus which has never been capitalized, 
and if its exact status were fully recog- 
nized, would require separate accounting 
treatment. This is due to a rule of law not 
very often cited, to be sure, by legal 
authorities but yet undoubtedly sound and 
highly desirable for the protection of 
creditors against corporate abuse of the 
right to reduce stated capital and pay 
asset dividends from the resulting surplus. 
This rule is that stockholders receiving 
asset dividends declared from any surplus 
created by the reduction of stated capital, 
are liable to the extent of such dividends 
to all creditors with unpaid claims which 
originated while the stated capital re- 
mained fixed at the amount from which 
it was reduced. 

We have thus far been discussing the 
surplus account to be charged, upon the 
capitalization of surplus in general, when 
a corporation is organized under the laws 
of a state which follows the rule of allowing 
payment of asset dividends out of paid-in 
surplus. We may now consider the same 
question in relation to a corporation which 
is subject to the laws of a state which dis- 
allows asset dividends distributed from 
paid-in surplus. The problem in this par- 
ticular connection lends itself to rather 
simple and brief treatment. If asset divi- 
dends are not chargeable to paid-in sur- 
plus, what is then termed paid-in surplus is 
in reality a part of the stated capital. The 


tion and decapitalization would then be confined to 
transfers between earned surplus and stated capital. 
Paid-in surplus would be created, by reduction of stated 
capital with the consent of stockholders, only as it was 
needed. This would be when the corporation, due to its 
having to make a permanent reduction in the scale of 
its operations, was distributing assets to its stockholders 
in a volume that exhausted the entire undivided profits, 
and represented the distribution not only of the entire 
[eetts as they accrued currently from period to period 
but also a portion of the stockholders’ contributions or 
investment. 
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truth of this statement is very evident 
from the mere definition of surplus, 
namely, that it is a part of the net worth 
representing the amount of assets which 
are distributable to stockholders. In other 
words, the entire amount of paid-in net 
worth or stockholders’ contributions is 
always capitalized by operation of law in 
such cases, and its division between a 
stated capital and a surplus account is 
without any particular significance. Any 
par value or stated value attaching to 
shares in such a case is a mere nullity so 
far as denoting its relation to the amount 
of the corporation’s stated capital is con- 
cerned. Only earned surplus actually exists 
then, if we may ignore donated surplus in 
this connection. Accordingly, any capital- 
ization of surplus can, under the assumed 
circumstances, only have reference to 
earned surplus, and this account must 
always be charged with the amount capi- 
talized. A charge to the nominal paid-in 
surplus account instead, would be without 
any force or effect. Nevertheless statutes 
of states which prohibit asset dividends 
from paid-in surplus contain the empty 
provision that stock dividends may be 
charged to paid-in surplus. 

The general law, case and statute, as it 
now exists, is not particularly clear or 
sound on other aspects of the stock divi- 
dend question. It is far behind the Federal 
income tax law in this respect, even with 
all of the latter’s deficiencies. Little at- 
tempt is shown by the legal authorities, or 
in the legislative enactments on the sub- 
ject, to give a reasonable definition of a 
stock dividend and to deal with it in the 
light of its intrinsic nature, or to classify 
stock dividends and distinguish the several 
classes. It is a rather sad and striking com- 
mentary on the state of the general law in 
this regard that two rather distinct legal 
theories concerning stock dividends exist 
side by side and are apparently viewed as 
consistent parts of one whole doctrine, 
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when in fact they are mutually contra- 
dictory. Moreover, neither theory bears up 
very well under an analysis of the facts 
and their clear implications. 

On the one hand, it is held, in accordance 
with the popular view, that a stock divi- 
dend, including that consisting of common 
stock on common stock, is a distribution, 
and presumably, therefore, is analogous to 
an asset dividend. Of course, where a stock 
dividend carries with it capitalization of 
surplus, it is the very opposite of an asset 
dividend, as was clearly pointed out in the 
opinion rendered by Justice Pitney in 
Eisner v. Macomber. It impounds assets 
and prevents their distribution to stock- 
holders. Nevertheless, similar rules of law 
are applied in the regulation of both stock 
and asset dividends. Thus, it is held in the 
case decisions and is so provided by stat- 
ute, that a stock dividend like an asset 
dividend, may not be declared in the ab- 
sence of a surplus. 

Now, impairment of stated capital 
caused by the distribution of assets is 
clearly prejudicial to the interests of cor- 
porate creditors, because such distribution 
means that the corporation is giving away 
a larger portion of its assets than it held 
out to the creditors it would. But no harm 
results to creditors from the declaration of 
a stock dividend in the absence of a sur- 
plus. On the contrary, the effect of such 
dividend is distinctly beneficial to them, 
because the deficiency in surplus capital- 
ization will have to be repaired from future 
earnings or otherwise, before the corpora- 
tion will be able to distribute assets to 
stockholders. In other words, the situation 
created as the result of an impairment of 
stated capital by means of a stock dividend 
is one in which not only all existing assets 
of the corporation become immune from 
distribution, but also a certain additional 
amount of assets, representing future earn- 
ings or stockholders’ contributions, will 


likewise be impounded against distribution 
to stockholders.® 

The other legal theory applied to the 
stock dividend is that such dividend is an 
issue of stock for a consideration which is 
supposed to consist of the additional im- 
pounding of assets—the capitalization of 
surplus.® Note the mutual contradiction of 
the two legal views of the stock dividend, 
both of which are upheld almost in the 
same breath by courts and find reflection 
in the same statutes. According to one, a 
stock dividend constitutes, as we have 
just seen, some sort of distribution to 
stockholders; according to the other, a 
stock dividend results in some sort of con- 
tribution by stockholders. The theory that 
in a stock dividend stock is issued, not 
gratis, but for a consideration paid by the 
stockholders, probably owes its origin to 
a rule of law with respect to the issue of 
shares in general. Influenced apparently by 
the commonly-held view that a corpora- 
tion is an artificial entity created by the 
sovereign state and existing apart from the 
stockholders, courts have adopted the 
doctrine that shares of stock must at all 
times be issued for a quid pro quo, even 
when they are issued pro rata to the com- 
mon stockholders. This was particularly 
true before the advent of no-par value 
shares, but the use of this type of shares 
has led to some modification of the rule. 
An early literal enforcement of the rule in 
some jurisdictions brought stock dividends 
under the judicial ban. To counteract this 

8 The expression “impairment of stated capital,” as 
ordinarily used, has reference to a condition where the 
amount of stated capital, which is relatively a fixed 
sum, alterable only by one or another type of corpor- 
ate action, exceeds the total net worth. This excess 
may be due either to a reduction of the net worth, 
or to an increase of stated capital, or to both. It is mani- 
fest that the word “impairment” is more appropriately 
applicable to the net worth than to stated capital. 

® A number of states have special statutes dealing 
with stock dividends. Most of these statutes provide 
expressly that the amount of surplus transferred to 


stated capital in account of such dividends shall be 
deemed to be the consideration received for the shares. 


result and permit stock dividends, the 
doctrine was evolved that in a stock divi- 
dend there was a consideration passing to 
the corporation, in the shape of surplus 
capitalization.’® 

It is submitted that this theory of stock 
dividends is an exceedingly tenuous one, 
and is based on a highly strained definition 
of the word “‘consideration,” to say the 
least. It is in effect held that the corpora- 
tion’s subjecting itself to increased dis- 
ability to release property to its stock- 
holders for the greater security of its 
creditors is something of value it acquires 
from its stockholders." The practical ne- 
cessity for the theory is merely one of 
numerous indications of the fallaciousness 
of the widely accepted view that a cor- 
poration is an artificial person and that 
even the common stockholders are out- 
siders or strangers to it. For it is obvious 
that if the artificial factor of par value 


19 This rule of law was also invented by courts to 
circumvent statutes and constitutional provisions uni- 
versally enacted and adopted by the states in the seven- 
ties and eighties of the last century, to the effect that 
a corporation shall issue no stock except for money or 
money’s worth in property or labor. These provisions, 
many if not all of which still exist, though they are 
largely now a dead letter, were aimed against the issue 
of “‘watered stock.” In many jurisdictions a literal con- 
struction was at first placed upon them, and stock divi- 
dends were in consequence completely outlawed, forcing 
corporations to attempt the evasion of this prohibition 
by various subterfuges, as by declaring cash dividends 
with the understanding that the cash so received would 
be applied to subscription for stock. Such cash dividends 
were frequently declared by courts to be stock divi- 
dends. (See, for example, Rand v. Hubbell, 115 Mass. 
461, 15 Am. Rep. 121.) 

The enactment of these statutes was based on a mis- 
conception of the nature of a share of common stock and 
of the relation of the common stockholders to the 
corporation. It was overlooked that ‘‘stock watering” 
consists, first, in misrepresenting the amount of the 
consideration actually received for the shares and in 
exaggerating the amount of assets owned by the cor- 
poration, thus doing injury to creditors who extended 
credit on the faith of the false representation, and sec- 
ond, in issuing shares for less than the market value to 
only the majority stockholders, thus defrauding minor- 
ity steckholders of 2 portion of their interest. 

1 Tf surplus capitalization is the consideration paid 
for the shares issued as a stock dividend, it is pertinent 
to ask what its amount is in dollars and cents. Clearly, 
it is not the amount capitalized, because the corporation 
owned the portion of the assets represented by the sur- 
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attached to shares of stock is ignored, as 
it well might be in any discussion of the 
subject from the standpoint of sound 
principle, it is immaterial, when additional 
shares are issued to the common stock- 
holders pro rata to their holdings, whether 
the issue price be set at, above, or below 
its market price, or whether it be set at 
zero, as it is in actual fact in the case of 
stock dividends. The interests of neither 
the corporate creditors, nor of the common 
stockholders, nor of the preferred stock- 
holders, can be injured by any such issue 
of stock.’* Two legal fallacies tend to ob- 
scure this simple fact. First, as has already 
been intimated, is the failure of courts to 
give complete rather than merely halting 
recognition to the fact that common stock- 
holders are essentially partners or co- 
proprietors of the corporate enterprise, 
which, however, is managed in their behalf 
by a board of directors of their own selec- 


plus capitalized, prior to such capitalization. In point 
of fact, no consideration whatever passes from the com- 
mon stockholders to the corporation in such instances. 
Reduced to its essence, surplus capitalization merely 
consists of the corporation holding out for the benefit 
of future creditors and others who will have dealings 
with it, that it is subjecting its directors’ power to dis- 
tribute assets to stockholders to increased limitation. 
Thus, the corporation far from acquiring any property 
rights, surrenders certain rights as the result of the sur- 
plus capitalization. 

2 It appears to be a rule of law, however, that if a 
stock dividend is declared and stated capital is in con- 
sequence increased, when there is insufficient surplus, 
including revaluation surplus, to offset such stated capi- 
tal increase, stockholders receiving such dividend with 
knowledge of thedeficiency in surplus, may be held liable 
for the deficiency in the event of the corporation’s in- 
solvency before the deficiency is completely made up. 
(See Whitlock v. Alexander, 160 N.C. 465, 76 S.E. 538.) 
The shares issued as a dividend under those circum- 
stances are, in other words, not considered full-paid and 
non-assessable. Some of the stock dividend statutes so 
characterize the shares. Such rule, however, is hardly 
based on sound principle. Its enforcement naturally 
results in corporations not increasing their stated capi- 
tal unless there is a countervailing surplus, with the 
consequence that creditors are deprived of protection 
they otherwise might receive. Of course, the liability 
on any deficiency of surplus capitalization should be 
enforced against stockholders where the corporation 
fraudulently represented the existence of a sufficient 
surplus to absorb the stated capital increase when there 
actually was none. 


ion 
the 

an § 

is 
im- 

of 

of 
nd, ff 
the 
ion 
a 
ive 

to 

on- 
at 

ot 

he } 

to 

of 
by | 
ra- 
he ff 
he 
he 
all 
en 

ly 
ue 

es 
le. 

in 
ds 

is 
as 

he 

ed 
Or- 
ess 
th, 
ni- 
ely 
ng 
ide 

to 
be 
es. 

| 


26 The Accounting Review 


tion. The second legal error is the assign- 
ment of a so-called par value to shares and 
treating it as a minimum subscription 
price. It is difficult to see how there can be 
any logical justification for a fixed mini- 
mum subscription price for shares of stock. 
Taking a common sense view of the stock 
subscription price, it may be said that 
stock offered ratably to common stock- 
holders may be properly issued, as has 
just been stated, at any price or for no 
price; and stock issued to all others, 
strangers to the corporation, or in any 
other way than ratably to the common 
stockholders, should be issued only at the 
highest obtainable price, that is, at market 
value. This principle is partly recognized 
in connection with issues of no-par value 
shares. 

So far in our discussion only two classes 
of surplus have been considered, paid-in 
and earned, and an effort has been made 
to determine which of these two surplus 
accounts should be charged, when both 
appear on the books, as an offset to the 
marking up of the amount of stated capi- 
tal, that is to say, as an incident of surplus 
capitalization. There is also generally con- 
sidered in this connection an alleged third 
type of surplus, commonly referred to as 
revaluation or appreciation surplus, which 
is supposed to arise from the formal recog- 
nition on the books of account of an un- 
realized but presumably genuine appre- 
ciation in the market value of assets, par- 
ticularly the fixed assets. It is a common 
law rule, from which there is practically 
no dissent and which is further reenforced 
in a number of jurisdictions by express 
statutory provisions to the same effect, 
that asset dividends are not payable from 
such surplus, or to use more precise lan- 
guage, that assets may not be distributed 
to stockholders when the only existing 
form of surplus is revaluation surplus. On 
the other hand, there is the same una- 
nimity of opinion among legal authorities 


that a stock dividend may be paid out of 
such surplus when neither a paid-in nor an 
earned surplus exists, and possibly may be 
charged to such surplus even when either 
a paid-in or an earned surplus, or both, 
exist. 

The validity of this doctrine of the pay- 
ment of stock dividends out of so-called 
revaluation surplus may be challenged on 
grounds of sound principle and _ logical 
reasoning. In the first place, if the presence 
solely of a revaluation surplus does not 
permit the distribution of asset dividends, 
then such alleged surplus is not actually 
surplus at all but is a part of stated capital. 
In other words, the amount of the appre- 
ciation is capitalized by force of law. This 
follows from the fact already stated that 
no part of the net worth can be considered 
surplus which does not partly or wholly 
measure the amount of assets distributable 
to stockholders. The division of the cor- 
porate net worth into stated capital and 
surplus is primarily for the purpose of de- 
termining the distributable amount, and 
the statement is ventured that much con- 
fusion will be avoided in relation to the 
net worth accounts by the adoption of, 
and close adherence to, this conception of 
stated capital and surplus. 

But all this does not truly set forth the 
nature of the fallacy inherent in repre- 
senting unrealized appreciation of assets 
as a part of the net worth. Such apprecia- 
tion cannot be regarded logically as a part 
of stated capital any more than it can be 
regarded as a part of surplus. It clearly 
does not belong in the balance sheet of a 
going concern. Accountants are well aware 
that the term “net worth’’ is in reality a 
misnomer as applied to the difference be- 
tween the total book value of the assets 
and the amount of the liabilities, because 
these book values do not connote the cur- 
rent market values of the assets. The so- 
called net worth or net assets of a cor- 
poration merely refer to one or the sum of 
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two or three of the following amounts— 
first, the amount of funds contributed by 
stockholders; second, the amount of the 
accumulated and undistributed profits; 
and third, the amount of funds derived 
from miscellaneous sources, which may be 
grouped under the general head of dona- 
tions.” All this follows from the fact that 
under the accrual system of accounting, 
which has for its primary purpose the de- 
termination of periodic net income, the 
balance sheet of a going concern is not a 
liquidating statement showing current 
values but merely a statement showing the 
sources and the disposition or investment 
of funds as of the balance sheet date. Un- 
realized appreciation of assets, which is 
necessarily based on estimated current 
values, has, therefore, no place in the ordi- 
nary balance sheet. Its inclusion in that 
statement is a relic of the days, not so 
very far off, when the statement was mis- 
takenly viewed as reflecting so-called 
“financial condition,” which basically had 
reference to the current market value of 
the assets. To be sure, even then fixed 
assets were carried at cost or amortized 
cost, but this practice was explained on 
grounds of expediency, as being a practical 
substitute for an unattainable ideal, valua- 
tion at current market, and not on what is 

8 The classes of surplus commonly dealt with in the 
law, and particularly in the statutes, are generally 
earned, paid-in, the so-called revaluation surplus, and 
in a few instances the so-called ‘‘reduction’’ surplus, 
which, however, represents only one of the other — 
of surplus previously capitalized but now released from 
stated capital. Donated surplus is seldom mentioned in 
either case or statute law, and its availability for dis- 
bursement in asset dividends under statutes which pur- 
port to prohibit such dividends from paid-in surplus, 
or to restrict such dividends to earned surplus, is not 
clearly determined. 

As surplus is classified according to the sources of the 
funds it represents, it may be said that there are only 
three types of surplus—paid-in, donated, and earned. 
Except in the case of surplus capitalization incident to 
the issue of preferred shares as a dividend, the logical 
order of capitalizing them where all three exist would 
appear to be, first, paid-in surplus until it is exhausted, 
then donated surplus until it is exhausted, and finally 
earned surplus. Their subsequent release from stated 


capital should be in the inverse order, beginning with 
earned surplus. 
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the fact, that actual gains, profits or net 
income can only be determined on the 
basis of actual cost, including an instal- 
ment of the cost of amortizable fixed as- 
sets. Of course, the law still views the ordi- 
nary periodic balance sheet of a going 
concern essentially from a liquidating 
viewpoint, especially in matters that con- 
cern the rights of creditors. There is here 
a wide gap which the law must eventually 
bridge over somehow if it is to make closer 
contact with realities in this respect. 
The second of the several types into 
which stock dividends have in general 
been classified for the purposes of this dis- 
cussion, namely, preferred shares issued to 
common stockholders, constitutes in effect 
a division or split-up of the total common 
stock interest into two parts, one of which 
is converted into, or reclassified as, a prior 
stock interest, and the other of which con- 
tinues as the remaining common stock or 
residual interest. As the number of com- 
mon shares is not affected by such stock 
dividend, each of these shares is the same 
fraction or aliquot part of the net cor- 
porate property as before the dividend. 
But each common share now represents a 
smaller amount of net corporate property 
because the total amount of the corporate 
property has been reduced by the creation 
of the preferred shares, which are essen- 
tially prior money claims, resembling the 
claims of ordinary creditors except for 
their subordination to the latter. It is evi- 
dent, therefore, that a dividend in pre- 
ferred shares cannot be regarded as income 
then accruing to the common stockholders 
but merely as a conversion of a portion of 
their stock interest into a stock interest of 
another class, both oi which they at the 
outset hold. Upon the issuance of the pre- 
ferred shares, the aggregate market value 
of the common shares is diminished by the 
amount of the market value of the pre- 
ferred shares. It will be observed that this 
diminution of the value of the common 
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shares is not depreciation caused by a 
change in the relation of the market de- 
mand and supply, but is the result of each 
common share representing a reduced net 
property interest. 

It is difficult to see what special benefit 
common stockholders derive from the re- 
ceipt of preferred shares as a dividend ex- 
cept the dilution of the prior rights of any 
outstanding preferred shares. This benefit, 
if pursued deliberately and for its own 
sake is, of course, one fraudulent on its 
face, and in any event can be realized only 
if the preferences attaching to the new pre- 
ferred shares are equal to or outrank those 
attaching to the outstanding preferred is- 
sue. What might be taken for another ad- 
vantage, consisting of the common stock- 
holders being able to dispose of a portion 
of their interest and yet retain their full 
voting power, could naturally be achieved 
by declaring a dividend in common stock 
devoid of voting rights. As has already 
been pointed out, the particular advantage 
to common stockholders of a dividend in 
common stock lies in the possible broaden- 
ing of the market for the shares and the 
incredsed facility of disposing of them, due 
to their representing a smaller net prop- 
erty interest after the dividend and the 
consequent reduction of their market val- 
ue. But can as much be claimed for a divi- 
dend declared in preferred shares? It can 
hardly be maintained that the conversion 
of a portion of the common stock interest 
into preferred stock will render it more 
marketable. Naturally, in a close corpora- 
tion, where the few common stockholders 
have no intention of parting with any por- 
tion of their interest, there can hardly be 
much point in declaring a dividend in pre- 
ferred shares on their stock, because so 
long as they retain their common stock- 
holdings and their respective quotas of the 
new preferred shares, their status will re- 
main precisely the same as before the stock 
dividend, with respect to all their divi- 


dend, liquidation, and voting rights, even 
if the preferred shares are made redeem- 
able and have no regular voting rights. 

As for corporate creditors, they, of 
course, have no voice in whether a stock 
dividend should be declared in the one or 
the other class of shares. Their interest 
lies chiefly in whether the corporation is 
retaining a sufficient margin of assets over 
and above the aggregate amount of their 
claims, and this margin can be increased 
in connection with any type of stock divi- 
dend. As stock dividends impound assets 
rather than cause their distribution, cred- 
itors have only reason to feel gratified over 
the declaration of any type of stock divi- 
dend that results in surplus capitalization. 
From their point of view surplus capitali- 
zation might well proceed until the surplus 
is exhausted and even beyond. 

The sentiment is fairly prevalent among 
legal authorities that the security of out- 
standing preferred shares is adversely af- 
fected and unwarrantedly so, by dividends 
declared on common stock in shares with 
the same or a prior preference. One legal 
commentator (Victor Morawetz, 42 Harv. 
Law Rev. 186) flatly asserts that it is a 
violation of the rights of preferred stock- 
holders to dilute their security by issuing 
additional preferred stock with the same 
or prior rights without adding to the “‘cap- 
ital” of the corporation for each additional 
preferred share a sum equal to the amount 
of the “capital” represented by an existing 
preferred share. Unfortunately, this writer, 
because of his somewhat ambiguous use 
of the term “capital,” leaves some doubt 
in the reader’s mind as to whether he 
would prevent dilution of the security of 
existing preferred shares by forbidding is- 
sue of additional preferred shares of the 
same or prior rank except for a considera- 
tion, or by merely insisting on adequate 
capitalization of surplus. From the gen- 
eral tenor of the passage, however, it would 
appear that he intended to convey the 
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former meaning. Other authorities insist 
that such stock dividends should not be 
permitted except with the special consent 
of the existing preferred stockholders. Ju- 
dicially it appears to be as yet an unde- 
termined question exactly what the rights 
of preferred stockholders are in this mat- 
ter. A number of states have anticipated 
the courts in this regard by enacting stat- 
utes which require the consent of preferred 
stockholders to the declaration of any div- 
idend in the same class of stock, or charter 
authorization of such declaration, or both. 
The Pennsylvania provision (Bus. Corp. 
Law, sec. 703), for example, is to the effect 
that no dividend payable in shares of any 
class shall be paid to the shareholders of 
any other class unless the charter so pro- 
vides or such payment is authorized by a 
vote of a majority of shares of the class in 
which the payment is made. Preferred 
stock contracts in corporate charters fre- 
quently contain provisions imposing re- 
strictions upon the class of stock in which 
the corporation may declare dividends. It 
may, for example, be stipulated that stock 
dividends may only be paid on common 
stock, or that dividends in shares of an 
existing preferred issue or of a new prior 
preferred issue may be declared only with 
the consent of the preferred stockholders 
expressed by the affirmative vote of a spec- 
ified majority of their shares. 

A corporation’s power to declare div- 
idends in preferred stock as well as in com- 
mon stock, is subject to a certain limi- 
tation where it is required by law or 
otherwise to capitalize a portion of its 
surplus as an incident to the issue of the 
dividend shares. According to the general 
law in its present state, as has been seen, 
issue of stock gratiuitously and without 
any capitalization of surplus, renders the 
recipients of the stock dividend liable for 
so-called unpaid stock, according to an old 
tule of law. The stock is in other words, 
considered “watered,” Where the pre- 


ferred shares constituting a dividend have 
par or stated value, the amount of surplus 
capitalized is equal to their aggregate par 
or stated value. Where the preferred shares 
are without par or stated value, the amount 
of surplus to be capitalized on occount of 
these dividend shares is left by a number 
of statutes to the discretion of the board 
of directors, as in the case of stock divi- 
dends declared in common shares without 
par or stated value. At least two states, Cal- 
ifornia (Civil Code, sec. 346a, as amended 
by L.1933, c. 533, sec. 50) and Minnesota 
(Bus. Corp. Act, sec. 21), have statutes 
providing that in case of a stock dividend 
in no-par value preferred shares, surplus 
shall be capitalized to the extent of the 
amount they are entitled to in involuntary 
liquidation. 

But the protection which it is intended 
to extend to existing preferred stock- 
holders, by means of such statutory pro- 
visions, against dilution of their security 
through dividends in the same preferred 
or prior preferred class of shares, is not an 
unmixed blessing to them, because the 
capitalization of surplus renders smaller 
the amount of surplus available for the 
payment of asset dividends on all classes 
of shares, including their own. The same 
is, of course, true of dividends consisting 
of coramon shares. Frequently, in order to 
prevent the exhaustion of surplus through 
stock dividend declarations, preferred 
stock contracts provide that stock divi- 
dends may not be declared that would re- 
duce surplus below a stated percentage, 
25%, for example, of the aggregate par 
value of the preferred stock or of some 
other named basis, or that stock dividends 
may be declared under these conditions 
provided the consent of the holders of a 
stated majority of the preferred shares is 
obtained. Many preferred stock provisions 
permit only stock dividends in common 
shares on common shares, and some even 
prohibit such stock dividends unless the 
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current cash dividend and any required 
sinking fund instalment on the preferred 
stock are first paid. It is not apparent that 
any provision like the last mentioned can 
be an effective safeguare against the dilu- 
tion of the preferred stockholders’ security 
through stock dividends. 

It does not appear certain, however, 
whether all this concern for the interests 
of existing preferred stockholders of a sol- 
vent, going corporation is well founded 
according to any reasonable principle or 
is entirely consistent with other practices 
to which it seems no objection is raised. 
Thus, no objection is ordinarily voiced 
against paying dividends tocommon stock- 
holders in bonds or other corporate obliga- 
tions, which are claims prior to any class 
of preferred stock and the creation of 
which carries with it considerably more 
risk to all classes of stock than do divi- 
dends in preferred stock. This over-solici- 
tude for preferred stockholders brings to 
mind a doctrine which at one time received 
serious consideration in some quarters, 
that a going corporation should not dis- 
burse any asset dividends until all debts 
were paid and discharged. Is not the an- 
swer to the question under discussion as 
follows? So long as the corporation is a 
solvent, going concern, and there is suffi- 
cient, free surplus, no interest is prejudiced 
by the corporation’s paying stock divi- 
dends of any type to the common stock- 
holders. Where, however, it is in failing 
circumstances and nevertheless distributes 
a dividend to the common stockholders in 
the same class of preferred shares as an 
outstanding issue, or in a class with superi- 
or rights, for the deliberate purpose, as it 
must naturally be presumed, of defrauding 
the preferred stockholders of a part of their 
rights in liquidation, they are entitled to 
a decree from a court of equity, restrain- 
ing the issue of the dividend stock, or pro- 
nouncing it void if it has been issued. Cer- 
tainly, if not long after the declaration of 


such stock dividend, the corporation goes 
into liquidation, and the assets, after dis- 
charge of claims ranking prior to the pre- 
ferred stock, are insufficient to meet in full 
the preferred stockholders’ demands, in- 
cluding any accumulated and unpaid div- 
idends, a court could hardly be criticized 
for voiding the dividend shares upon the 
petition of one or a group of the preferred 
stockholders. There would at least be a 
natural presumption of fraud, which the 
corporation ought to be compelled to re- 
but. 

All that has so far been said with ref- 
erence to dividends in preferred shares de- 
clared on common stock is grounded on 
the commonly-held view that preferred 
stock is fundamentally not unlike common 
stock, and that the same general rules of 
law are applicable to both classes of stock. 
Accepting this view as a premise, it is dif- 
ficult to escape the conclusion that the 
question concerning whether paid-in or 
earned surplus, where both exist, should 
be capitalized in connection with the pay- 
ment of a dividend in preferred shares on 
common stock, must be answered in the 
same way as has already been done in the 
case of a stock dividend consisting of com- 
mon shares distributed on common shares. 
That is to say, in jurisdictions, permitting 
asset dividends on any class of stock from 
paid-in surplus, the charge for any divi- 
dend of preferred shares on common shares 
should be made to paid-in surplus. In jur- 
isdictions forbidding asset dividends from 
paid in surplus, the charge will be to 
earned surplus. 

But the fact of the matter is that pre- 
ferred stock is an inherently different type 
of security from common stock, and that 
it is a mistaken theory that substantially 
the same rules of law can properly be ap- 
plied to both these classes of securities. 
Preferred stock represents a claim for, or 
an obligation to pay, definite sums of mon- 
ey, though, to be sure, these claims or obli- 
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gations are of a contingent nature. On that 
account it far more closely resembles a 
bond or other fixed and absolute corporate 
obligation than it does common stock. It 
follows from this that a dividend paid to 
common stockholders in preferred stock is 
more closely allied in its nature to divi- 
dends paid them in bonds than it is to div- 
idends paid them in common shares, and 
its accounting treatment should, therefore, 
be patterned on that for bond dividends 
rather than on that for dividends in com- 
mon shares. While accounting practice 
does not appear to be uniform with respect 
to bond dividend declarations, it would 
seem that the logical procedure is to charge 
earned surplus with the market value of 
the bonds, or the amount by which the 
value of the common shares are marked 
down when they begin to sell ex-dividend, 
and to make the offsetting credit entries 
in the same manner as when bonds are 
issued for a consideration. 

It will be observed that upon the decla- 
ration of a bonddividend to common stock- 
holders earned funds are represented as 
being converted into borrowed iunds. A 
transfer of amount is supposed to take 
place between two different sources from 
which the corporation has procured funds. 
One plausible but not an entirely satis- 
factory explanation of this change of source 
is that the bond dividend is equivalent to 
two more or less independent transactions 
—first, the declaration of a cash dividend 
to the common stockholders, and then the 
immediate re-investment of the dividend 
money in the corporation’s bonds. Such 
explanation is, of course, based on assump- 
tion rather than on fact. The difficulty ap- 
pears to be due to viewing the items on the 
liability side of the balance sheet as show- 
ing the sources of funds rather than as 
classes of claims outstanding against the 
corporation. And yet no other view of the 
liability side of the balance sheet seems 
consistent with the position that the pri- 
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mary purpose of business accounting is to 
determine periodic profits, and that in con- 
sequence the so-called fixed assets must be 
regarded as representing part of the cost 
of future goods or services sold and not as 
things of value available for the liquida- 
tion at any moment of the corporation’s 
indebtedness. 

Nothing exactly corresponding to the 
accounting procedure followed in connec- 
tion with the declaration of a bond divi- 
dend on common stock is possible as a 
method of recording dividends in preferred 
shares on common stock, because the ex- 
isting law deals with preferred stock, not 
as essentially being a debt owed to a group 
of outsiders, but as being a proprietary in- 
terest, having certain basic rights in com- 
mon with common stock. The nearest 
approach in the accounting treatment of 
dividends in preferred stock that can be 
made, under the present state of the law, 
to the method of recording bond dividends, 
as just explained, is to charge earned sur- 
plus with the market value of the pre- 
ferred shares and to credit stated capital, 
a stated capital and paid-in surplus, with 
the amount. Such accounting procedure 
represents earned net worth as being con- 
verted into paid-in net worth, and the 
same difficulty in explaining this trans- 
mutation of net worth is encountered as in 
the case of a bond dividend. 

This concludes the discussion of stock 
dividends consisting of common or pre- 
ferred shares distributed to common stock- 
holders. There is still to be considered the 
last of the three types into which we have 
classified stock dividends, namely, com- 
mon or preferred stock issued to preferred 
stockholders. Strictly viewed, this type in- 
cludes two sub-types. The first is where 
the preferred stock contract provides for 
the regular issuance of shares as a dividend 
to the preferred stockholders in lieu of the 
customary payment of a fixed amount of 
cash. This kind of stock dividend is met 
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with very rarely, and its infrequent oc- 
currence is not surprising, because the re- 
ceipt of dividends in the form of stock, 
whether common or preferred, is no more 
satisfactory to preferred stockholders than 
the payment of interest in the same kind 
of medium would be to bondholders or 
other corporate creditors. 

The second sub-type in the general class 
of stock dividends now being considered 
occurs where preferred stockholders in pos- 
session of regular voting rights are allowed 
to participate, along with the common 
stockholders, in any dividend consisting 
of voting shares, on the general ground 
that their non-participation would result 
in an infringement of their voting rights. 
Participation in such dividends results in 
the preferred stockholders receiving addi- 
tional income at the expense of the com- 
mon stockholders, the amount of whose 
interests are reduced thereby. There is 
little to warrant preferred stockholders 
with full voting rights getting this addi- 
tional income in order merely to preserve 
their relative voting power, especially since 
that voting power can be safe-guarded by 
the simple device of increasing the voting 
power of their individual shares, or reduc- 
ing the voting power of the individual div- 
idend shares. The foregoing remarks also 
apply to rights extended to preferred as 
well as to common stockholders, to sub- 
scribe to any additional issue of voting 
shares at a price below market value.“ 

Both the sub-types into which stock div- 
idends consisting of any class of stock dis- 
tributed to preferred stockholders divide 
themselves, are quite patently income to 
those stockholders. (See “‘Stock and Other 


4 There are various other ways by which the relative 
voting power of preferred stockholders may be protected 
against dilution by stock dividends declared on common 
stock without going to the extent of allowing them an 
extra dividend in the shape of a participation in the 
stock dividend. One is to make the dividend stock with- 
out voting rights. Another is to permit the preferred 
stockholders to purchase voting shares of common or 
preferred stock at market price. The preemptive right 
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Dividends as Income,” by this writer, the 
ACCOUNTING REVIEW, September, 1940.) 
Nevertheless, they do not represent dis- 
tributions of corporate profits, because cor- 
porate profits relate to assets, and no dis- 
tribution of assets is involved in any type 
of stock dividend. This general type of 
stock dividend consists in essence of the 
common stockholders surrendering to the 
preferred stock holders a portion of their 
stock interest, or their proprietorship in 
the net common property. It is equivalent 
to a dividend in common or preferred stock 
as the case may be, distributed to common 
stockholders and the transfer of the divi- 
dend stock by the common stock holders 
to the preferred stockholders. Such stock 
dividend, if it consists of common shares, 
may be either a mere split-up of the out- 
standing common shares, or may combine 
with such split-up surplus capitalization. 
In the latter case the same rules govern as 
to whether paid-in or earned surplus, if 
both exist, should be charged, as in the 
case of a stock dividend consisting of com- 
mon shares issued to common stock- 
holders. Where the stock dividend con- 
sists of preferred shares, there would ap- 
pear to be no reason for not following the 
same accounting procedure as has already 
been suggested with respect to preferred 
shares distributed as a dividend to com- 
mon stockholders. 

There are two kinds of transactions in- 
volving the issuance of stock to preferred 
stockholders, which are commonly referred 
to as stock dividends but which are in 
reality stock subscriptions, since the equiv- 
alent of cash consideration passes to the 
corporation against its issuance of the 


of voting preferred stockholders could also be properly 
safeguarded without incidentally depriving common 
stockholders of property, by offering the new stock to 
both classes of shareholders at market value. See 
‘Rights of Preferred Stockholders in Excess of Prefer- 
ence,” by J. H. Rowell, 19 Minn. Law Rev. 406, for a 
computers discussion of the rights of preferred 
stockholders in the case of a stock dividend or the issue 
of additional shares for a consideration. 
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shares. One, commonly called an optional 
stock dividend, is provided by the pre- 
ferred stock contract. According to the 
provision, the preferred stockholders are 
entitled to a certain amount of stock, com- 
mon or preferred, in lieu of the stipulated 
cash dividend. Of course, if any preferred 
stockholder exercises his option and takes 
stock instead of cash, he is in reality sub- 
scribing for stock by applying to its pay- 
ment the dividend money he is entitled to. 

The other instance of a stock transaction 
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frequently called a stock dividend, although 
in reality it is a stock subscription, is where 
preferred stockholders by special agree- 
ment accept a certain amount of stock, 
common or preferred, in complete satis- 
faction of their right to a certain amount 
of cash dividends in arrears. This waiver 
of their right to the unpaid cash dividends 
is the consideration paid for the stock they 
receive, and the transaction is manifestly 
a stock subscription and not a stock divi- 
dend. 


ACCOUNTING IN THE NATIONAL- 
DEFENSE PROGRAM 


HERBERT F. TAGGART 


program one is tempted to dwell on its 

dramatic features—the events which 
have marked the current phase of what 
some people declare is another hundred 
years’ war, including the destruction of 
Poland, the invasion of Norway, the over- 
running of the low countries, the fall of 
France, the bombing of Britain, and, more 
recently and more pleasantly, the dis- 
astrous attempt of the junior dictator to 
imitate his illustrious partner. These are 
the happenings which made the defense 
program inevitable. Their significance is 
epitomized in a statement by Admiral 
Stark in his last annual report: ‘‘Dollars 
cannot buy yesterday.” France and Great 
Britain have learned the truth of that 
statement the hard way. We have the op- 
portunity to profit by their experience if 
we are fortunate enough to carry our de- 
fense program through to completion. Ma- 
jor Eliot made Admiral Stark’s statement 
the text of one of his recent articles, point- 
ing out that although yesterday cannot be 
bought with dollars it does nevertheless 
have a price. That price is blood. The de- 
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fense program is our effort not to have to 
pay that price. 

The defense program has had its own 
startling developments—the appointment 
of the Advisory Commission, the requests 
to Congress for the appropriation of bil- 
lions of dollars, the almost unquestioning 
endorsement of these requests by Con- 
gress, the unprecedented passage in an 
election year of two separate revenue bills 
by which to start raising the required 
funds, the trade of destroyers for bases, 
and the inauguration for the first time in 
the nation’s history of compulsory military 
service in peacetime. 

In the face of all these exciting and ab- 
sorbing economic, military, and political 
aspects of the defense program, it is diffi- 
cult to confine a talk to the prosaic and 
humdrum affairs which are supposed to 
be of interest to accountants. The aspects 
of the defense program of peculiar interest 
and importance to the accountant arise 
out of its impact on business. That this 
impact has already been widely felt requires 
no more proof than the reading of the fi- 
nancial pages of any daily paper. The 
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headlines reflect what has already hap- 
pened: 

Makers of machinery show rise of 72% 
in profits in year. 

New York Times index of business ac- 
tivity reaches all-time high. 

Steel industry operates at 97% of capac- 
ity. 

American Federation of Labor reports 
employed workers at an 11-year peak. 

Industrial purchasing agents expect 
overtime to boost prices. 

Plants bid against each other for skilled 
men. 

Bureau of Labor Statistics’ price index 
of 28 basic commodities reaches 117.7% 
of August, 1939, average. 

That many of these phenomena are 
largely due to the filling of war orders for 
the British is perfectly true, since our 
defense program has barely gotten under 
way. Obviously the worst is yet to com-. 
Most estimators see the peak of the cui 
rent program during the fiscal year ending 
June 30, 1942, since not until next sum- 
mer or fall will many of the plants whose 
erection has been provided for get into 
production. 

A glance at a few figures gives a small 
idea of the magnitude of our defense effort. 
Actual appropriations for defense during 
the present session of Congress total more 
than $9 billion. Authorizations, to be spent 
over the next four or five years, amount to 
some $8.5 billion. This adds up to well 
over $17.5 billion—more than was spent 
by the Federal Government for all pur- 
poses during the first 113 years of its ex- 
istence. If this amount were in one-dollar 
bills, and laid end-to-end, these dollar bills 
would make a belt for the world at the 
equator 68 dollars wide. 

Another, and more sensible, way to 
measure the magnitude of the defense pro- 
gram is in terms of the employment it will 
provide. The Labor Department has esti- 
mated that the present program will in- 


volve something like 4,500,000 man-years, 
or about 9,000,000,000 man-hours, of la- 
bor. A recent statement by Commissioner 
Knudsen doubles this estimate. The De. 
fense Commission has already cleared con- 
tracts totalling $10.5 billion. This exceeds 
total contract awards for any entire year 
of peacetime military procurement by 600 
per cent. Nearly $4,000,000,000 of these 
contracts went through in one day—Sep- 
tember 9, the day the President signed the 
bill for a two-ocean navy. 

Not all of this money will be spent in the 
current fiscal year, of course, but the best 
estimate I have seen is that something like 
$5,000,000,000 will change hands before 
June 30, 1941. The following fiscal year 
should see much larger expenditures than 
that, and we have not seen the last of Con- 
gressional appropriations. How much mon- 
ey will be involved when the final rivet has 
been set and the final conscript has re- 
ceived his training, no man knows. Much 
will depend on how the present European 
war goes. 

To assist the War and Navy Depart- 
ments and the other agencies which have 
the actual spending of these huge sums in 
charge, the President, on May 28, 1940, 
appointed the Advisory Commission to the 
Council of National Defense. The Council 
of National Defense is composed of six 
Cabinet officers, the Secretaries of War, 
Navy, Interior, Agriculture, Commerce, 
and Labor. It was created by a 1916 stat- 
ute which provided also for an Advisory 
Commission, to be composed ‘“‘of no more 
than seven persons, each of whom shall 
have special knowledge of some industry, 
public utility, or the development of some 
natural resource, or be otherwise specifical- 
ly qualified ...for the performance of 
(his) duties. .. . ”’ This mandate was car- 
ried out by the appointment to the Com- 
mission of seven persons outstanding in 
the fields of industry and public affairs. 
The individual responsibilities of these 
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Commissioners cover the following fields: 


Transportation and storage—Ralph Budd 
Agriculture—Chester Davis 

Consumer protection—Harriet Elliott 
Prices—Leon Henderson 

Labor—Sidney Hillman 

Industrial production—William Knudsen 
Raw materials—Edward R. Stettinius 


Within the past few days Messrs. Hillman 
and Knudsen have been appointed, along 
with the Secretaries of War and the Navy, 
to the Office for Production Management, 
whose control over defense is intended to 
be supreme except for those functions 
which must reside in the President. 

One of the obvious effects of the defense 
program of interest to accountants is the 

| increased demand for accounting services. 
I have seen it estimated that it requires 
one clerical employee to every 20 employed 
in industry. If the defense program creates 
jobs for 4,000,000 men, therefore, it should 
require an additional clerical staff of some- 
thing like 200,000. Not all of these will be 
accountants, of course, but a substantial 
number could be so classified. The Army 
and the Navy have been increasing their 
auditing staffs to take care of the require- 
ments of cost-plus contracts. Public ac- 
counting firms will, of course, get a very 
large amount of business both as a result 
of increased industrial activity and be- 
cause of the special requirements of de- 
fense contracts. The Second Revenue Act 
of 1940 should not be overlooked in this 
respect, either. 

Since my connection with the Commis- 
sion is in the price stabilization unit, I 
should like to deal specifically with the 
problems of particular interest to account- 
ants with which this division is concerned. 
Of the many things which might be talked 
about, I have chosen for detailed discus- 
sion a group of problems which seem most 
likely to be of interest to this gathering. 


These are the methods of contracting for ¥ 
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supplies, the determination of contract 
prices, and the control of prices in cea 

One of the important questions faced 
by those who are charged with making de- 
fense expenditures is how to contract for 
the necessary commodities and services. 
The traditional governmental purchasing 
technique is by competitive bidding, with 
very few exceptions. This method is in- 
tended to give the government the lowest 
possible price and to eliminate favoritism 
and collusion in the award of government 
business. However, it is slow and cumber- 
some, and it works best when the quanti- 
ties of goods ordered are small enough to 
fit into production programs without too 
much of an upset. Congress has recog- 
nized the difficulties of the bidding system 
when applied on a large scale in a program 
which requires speed, and in a series of 
enactments over the last year or so has 
empowered the Secretaries of War and the 
Navy to negotiate contracts for a wide 
range of military requirements. These laws 
prohibit the use of the cost-plus-percent- 
age-of-cost contract which was used with 
diasastrous results in the last war, but 
permit the use of contracts based on cost} 
p'us a fixed fee. Fixed-price contracts are, 
of course, permitted, and will be used 
wherever conuitions are such as to make 
them feasible. 

The advantages o: negotiation are speed 
and flexibility. Wori. on many contracts 
can actually be gotten under way before 
all plans, specifications, quantities, de- 
livery dates, and other features of the deal 
are completely worked out. Also the ne- 
gotiated contract makes it possible for the 
contracting officers to take into considera- 
tion many matters other than price which 
have seemed important to the Defense 
Commission. Among these are speed of 
delivery, quality, effect of the defense pr-| 
gram on consumers, maintenance of fair 
labor standards, avoidance of undue geo- 
graphic concentration, moral and financial 
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responsibility of prospective contractors, 
avoidance of transportation congestion, 
and availability of power facilities. The 
relatively small-scale procurement of nor- 
mal peace times has in many fields resulted 
in a limited group or caste of government 
contractors, with the great majority of 
producers in a given industry refraining 
entirely from doing business with the gov- 
ernment. In view of the greatly enlarged 
requirements of the present defense pro- 
gram, such a situation cannot continue. 
By negotiation it is hoped to enlist the 
services of many producers whose facilities 
will be required but who have not normally 
participated in government orders. Under 
conditions of negotiation, also, it will be 
possible to work out with producers pro- 
grams of production and delivery which 
will fit into their plans and make possible 
the filling in of seasonal valleys and the 
prevention of a disruption of relationships 
with regular customers. 

How far and in precisely what fields the 
negotiated contract will replace the bid- 
ding method it is too early to say. It is a 
safe prediction, however, that negotiation 
will become more and more important 
as time goes on. The procurement serv- 
ices have shown a natural reluctance to 
abandon the traditional advertising and 
bidding techniques, but in some lines the 
method of negotiation has been used very 
effectively. The ordnance department, for 
example, has negotiated contracts for 
powder and tanks, and many of the air- 
plane contracts are being negotiated. Con- 
struction and shipbuilding contracts are 
largely of this nature. Recently the As- 
sistant Secretary of War took action in- 
tended to increase the use of negotiated 
contracts in obtaining wearing apparel and 
footwear. 

Negotiated contracts present many prob- 
lems which must be solved if they are to 
be a success. For purposes of this gather- 
ing the principal problem is that of price. 
By that I do not mean that price is the 
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most important problem of procurement, 

because of course it is not. The timing of, 
delivery and the obtaining of proper qual- 

ity are inherently much more important, 

However, the problem of price is in some 1 
ways the most difficult one, and is a point 

at which both defense suppliers and gov- 

ernment officials will be vulnerable in the 

investigations which are bound to take 

place at some future date. The laws above 

referred to place upon the Secretaries of 

War and the Navy the responsibility for 

determining that the prices are “fair and 

reasonable,” and in this function the Na- 

tional Defense Commission is in a position 

to be very helpful. 

In the case of cost-plus-fixed-fee con-¥V 
tracts the problem of price resolves itself 
into one of determining cost and another, 
of determining fee. The latter is often ac- 
complished by estimating cost in advance 
and setting a fee in relation to the esti- 
mated cost. In a way this is an illogical 
method of determining the fee, especially 
since in these contracts the contractors are 
frequently putting up none of their own 
money whatever, but merely acting as 
agents for the Government in the spend- 
ing of its money. The fee, then, should be 
established in terms of what this agency 
service is worth. The measurement of such 
worth, however, is difficult, since the mar- 
ket for such services is not well established. 
The choice of a percentage of the estimated 
cost may be justified as an attempt to base 
the fee on the magnitude of the job, the 
total cost being a measure of the activity 
which the contractor has agreed to under- 
take. The British are inclined to base simi- 
lar fees on conversion cost, or labor and 
overhead, excluding materials, on the the- 
ory that conversion cost measures the con- 
tractor’s real contribution better than does 
total cost. The laws which permit this 
type of contract specify maximum rela- 
tionships between fee and estimated cost. 
The percentages run from six to ten, with 
most contracts limited to seven. Actual 
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fees range from a nominal $1 in certain 
special cases up to the legal maximum. 

Obviously the definition of cost is a most 
important feature of cost-plus contracts. 
Many of them contain tailor-made defini- 
tions reciting the several items and ele- 
ments of cost which are to be allowable. 
These definitions describe the direct costs 
in considerable detail, leaving their actual 
determination to the records set up as 
work on the contract proceeds. For gen- 
eral overhead and administrative costs a 
frequent practice is to agree on a flat sum 
or on an amount per month which is in- 
tended to cover these charges. Thus are 
eliminated the vexatious problems of audit 
and allocation which would be involved in 
any attempt at defining these costs merely 
by description. Generalized contract defi- 
initions of cost show a tendency to rely on 
the cost accounting provisions of T.D. 
5,000. This Treasury Decision was issued 
in connection with the recapture provi- 
sions of the Vinson-Trammell Act. Al- 
though these provisions are now tempor- 
arily in abeyance and T.D. 5,000 has no 
present direct force, its cost accounting 
definitions and principles have been seized 
upon as a ready-made expression of gov- 
ernmental policy with respect to contract 
costs, and seem likely to acquire a new 
lease on life. 

It might, perhaps, be asked why, in view 
of the disastrous experience with cot-pus| 
contracts in the World War, they are again 
being used. The answer is simply that in a 
program which requires haste and in which 
many producers must be called upon to 
engage in lines of activity in which they 
have no experience, the cost-plus contract 
seems to be the only answer. Precious time 
would be wasted in haggling over price, 
and even when a price were established, 
there would be no assurance that it was not 
either much too high or much too low. The 
British have compromised in the case of 
supplies contracts by using a so-called 
“target price” system, by which the unit 
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price is established after an interval of 
operation long enough to determine cost. 
This scheme has not so far been used in our 
defense preparations, although this type of 
contract is included in some war-time 
forms developed as part of the industrial 
mobilization plan by the Office of the As- 
sistant Secretary of War. 

The chief objection to the cost-plus sys- 
tem is that the contractor is deprived of 
all incentive to keep costs down, and there- 
fore the government gets little or no bene- 
fit from his managerial talents in so far as 
they might be directed towards economy. 
In the World War cost-plus-percentage-of- 
cost contracts, in fact, the contractor was 
actually presented with an inducement to 
permit costs to increase, since with each 
added dollar spent his return was corre- 
spondingly increased. The cost-plus-fixed- 
fee contract withdraws this invitation to 
extravagance, but many persons have sug- 
gested, and certain contracts provide a re- 
ward for savings in cost. Navy shipbuild- 
ing contracts, for example, commonly pro- 
vide for sharing cost savings under the 
estimated figures between government and 
contractor on a 50-50 basis. The amount of 
additional fee which the contractor can 
thus obtain, however, is limited to one- 
half of one per cent of the estimated cost. 

The Navy makes use of a companion 
bonus clause which rewards speed in com- 
pletion. The date of delivery is estimated 
in advance and a fixed amount, say, $500, 
per day is offered for earlier completion. 
The amount of this bonus, too, is limited 
to one-half of one per cent of the estimated 
cost. It has been suggested that the effec- 
tiveness of any bonus for early completion 
would be greatly enhanced if the bonus 
should accrue, not entirely to the benefit 
of the contractor, but in large part to that 
of the employees through whose efforts 
production is actually expedited. Appar- 
ently this practice is actually followed in 
some cases, by the free action of employ- 
ers although as far as I know no such 
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provision is contained in any contract. 

It is interesting to note that these two 
bonus provisions tend to work in contrary 
directions, thus bringing it about that the 
contractor who earns both has achieved an 
exceptional managerial record. This is be- 
cause speed can often be attained at the 
expense of economy, and likewise costs 
may sometimes be saved by sacrificing 
speed. 

In spite of the obvious theoretical ad- 
vantages of bonus provisions, which cause 
some people to argue that such clauses 
ought to be introduced into all cost-plus 
contracts, there are several objections to 
such a requirement. One is that many cases 
exist in which neither cost nor completion 
date can be estimated with any reasonable 
degree of accuracy. In such cases bonsus 
clauses would be pure guesswork and un- 
likely to serve the purposes for which they 
are intended. Another objection is that 
since Congress has limited the total fee 
and since in some lines the entire legal 
maximum is required to induce contractors 
to participate, in these fields the prospec- 
tive contractors simply will not listen to a 
proposition to make any part of their com- 
pensation contingent. Still another thing 
which militates against bonus clauses for 
early delivery is the existence of priorities. 
If a contractor had contracts with differing 
degrees of priority, and if some of the less 
pressing contracts contained time bonus 
clauses, the contractor would be in a most 
unenviable situation. The picture would 
be especially bad if the priorities were es- 
tablished or changed after the contracts 
were undertaken. 

The final test, perhaps of whether cost- 
plus contracts are exceptionally lucrative 
and desirable is how the contractors like 
them. One might suppose that, with all 
risks assumed by the Government, and all 
costs assured of reimbursement, with a 
fixed, guaranteed profit, no contractor 
who ever obtained a cost-plus contract 
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would ever relinquish it. As a matter of 
fact, it is by no means unusual for the 
proud possessor of a cost-plus supplies 
contract, after enough time has elapsed 
reasonably to determine costs, so that he 
can know what problems he is facing, vol- 
untarily to come in and ask that the con- 
tract be changed to the fixed-price form. 
When he does this, it should be noted, the 
Government auditors know the costs just 
as well as he does, and he has no bargain- 
ing advantage. The reason for this ap- 
parently quixotic transaction is simply 
that the cost-plus form of contract in- 
volves so much red tape and such close 
governmental supervision that the con- 
tractor finds it not easy to live with. He 
would rather take his chances, and rid 
himself of the burdens involved. 

Many fixed-price contracts contain what 
are known as escalator clauses. These pro- 
visions are intended to shift the risk of 
increased wage rates and increased prices 
for materials to the government. The argu- 
ment for them is that without them the 
contractor would not undertake a long- 
term commitment at a fixed price without 
including in that price a liberal allowance 
for the possibility of increasing costs. In 
many cases, of course, the alternative 
would be cost-plus contracts. The theory 
and technique of escalator clauses would 
make a good-sized and probably rather 
dull subject for an entire discourse, and I 
do not propose to undertake a detailed 
explanation of them now. Suffice it to say 
that these clauses are a method by which 
the government assumes some of the risks 
of defense production and thus keeps the 
prices of the things it buys from going too 
far astray. 

The function par excellence of the Price 
Stabilization Division is price stablization. 
Except in the event of war, anything like 
thorough-going price control will undoubt- 
edly not be attempted. As a matter of fact, 
there is little or no legal authority for price 


control under present circumstances, nor 
is there, assuming that the situation grows 
no worse, any excuse for price control in 
the authoritative sense. That does not 
mean, of course, that there has not been 
or will not be price influencing. Just as this 
country is trying by “methods short of 
war” to affect the outcome of the Euro- 
pean struggle, so the Defense Commission, 
by methods short of control, is attempting 
to keep prices from getting out of hand. 
The very existence of the price stabiliza- 
tion division is one of the factors of in- 
fluence. A close watch is being kept on 
prices, and if you have read the papers you 
know that methods short of control are 
being used to try to keep prices in line. 

I do not have to explain to you why con- 
cern is felt over the possible effects on 
prices of the defense program. Some of the 
headlines which I read you a few minutes 
ago are indicative. And experience during 
and after the last war is sufficient cause 
for concern. Our understanding of the eco- 
nomics of boom and bust has enormously 
increased since 1917. The pressure of 17 
billion buyers’ dollars on the demand side 
is bound to create a seller’s market. And 
it is not merely the size of the fund—it is 
also the speed with which the money must 
be spent. Our fighting forces must have 
food and clothing, they must be housed, 
they must have the weapons and equip- 
ment in the use of which they are to be 
trained, and they must have all these 
things now. 

Further complicating the job of the price 
stabilization division is the fact that prac- 
tically all of the actions taken and policies 
pursued by the army, the navy, and the 
other defense commissioners are likely to 
be reflected in prices, either of commodi- 
ties required by the government or of 
civilian goods, or both. We must take ac- 
count of the fact that the army wants to 
locate plants where strategical purposes 
will best be served, and that Commissioner 
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Hillman would like to see unemployed men 
and idle plants given preference in defense 
orders. We must concern ourselves with 
the problems of preferences and priorities, 
with contract forms and procurement pro- 
cedure, with government fiscal policies, 
and with the means by which defense sup- 
pliers plan to finance plant expansion. All 
of these matters have important bearings 
on our responsibility for trying to see to 
it that prices are affected as little as may 
be by the expenditure of the defense bil- 
lions. 

The precise methods used depend on the 
circumstances of each case. Sometimes the ¥ 
facilitation of imports is the answer. Some 
times it is a change in specifications which 
permits more suppliers to participate, or a 
change in the timing of deliveries. Fre- 
quently putting a stop to false rumors of 
scarcities and other price-raising factors 
is the best remedy. Sometimes a mere 
announcement that a situation is being 
watched is sufficient to turn the trick. In 
a few cases we have called members of 
industries together for the purpose of can- 
vassing the situation and finding out the 
causes and the probable remedies. In all 
cases we have had the utmost coopera- 
tion from industry. No really smart busi- 
ness man wants toseerunaway prices. Some 
of the commodities which have engaged our 
attention are woodpulp, steel scrap, pig 
iron, copper, lead and zinc. In every case 
the result has been beneficial to all con- 
cerned. 

I should not like to give the impression 
that the Price Stabilization Division is 
fighting the battle of prices alone. Ob- 
viously the Consumers’ Division has an 
equal interest in keeping prices in line, and 
they and ail other divisions and branches 
of the defense organization, including, of 
course, both Army and Navy, have been 
most codperative and helpful. It has some- 
times been asked how the respective juris- 
dictions of Price Stabilization and Con- 
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sumers’ Divisions are marked off. The 
Consumers’ Division is concerned with 
some matters in which we have no share, 
and vice versa. Where our paths cross in 
the field of prices, however, our efforts 
have been strictly coéperative. If there is 
a division of labor, it is well expressed by 
someone’s remark that, while Price Stabil- 
ization worried about the price of pig iron, 
the Consumers worried about the price of 
pig. 

It has been mistakenly asserted that we 
are going to “crack down” on all price in- 
creases, no matter how necessary or justi- 
fied. This simply is not true. We should 
deem it an unhealthy situation if defense 
suppliers were unable to make a reason- 
able profit. Most of the extraordinary prof- 
its of a period of extreme price fluctuation 
would be made by speculators, however, 
and not by real producers, and we have no 
desire to see any one reap unearned bene- 
fits when so many are making sacrifices. 

In the determination of whether or not 
price increases are justified the accountant 
will necessarily play an important part. 
Already a number of cost pictures have 
been the subject of study, and I look for 
an increasing use of cost data in the Com- 
missions’ activities. In the obtaining of 
such data the greatest possible use of exist- 
ing governmental agencies will be made. 
There is no present intention of setting up 
any accounting staff within the Commis- 


sion. If our experience to date is any 
criterion, we can expect the greatest co- 
operation of accounting organizations and 
individual accountants. The high purpose 
in which we are all engaged has sufficed so 
far to make available to us all the cost 
information we need. 

It should not be thought, however, that 
any extensive use of official or unofficial 
means of price influencing is anticipated. 
The vast majority of business men are ful- 
ly aware of the folly as well as the im- 
morality of profiteering. Only the fringe— 
the intractable five or ten per cent we used 
to hear about in N.R.A. days—will need 
admonition. All the rest will ask for is 
guidance and protection. As a matter of 
fact the measures of price influencing 
which are apt to be adopted will be as 
much for the benefit of sellers as buyers. 
Immediately speaking, they will be for the 
purpose of dispelling ignorance of the mar- 
ket and the prevention of unfair competi- 
tion. Ultimately, the purpose is to ease off 
the economic shock which may be expected 
when the defense program is concluded. 
The higher prices rise, the farther they 
must ultimately fall, and the more certain 
prices get out of line with others, the 
longer and more painful will be the pericd 
of readjustment. It is to avoid these re- 
sults of the defense program, in no small 
part, that the division of price stabiliza- 
tion has been established. 
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fairly large city expressed widely 

varying opinions as to its financial 
condition. One claimed that not only had 
the budget been balanced in the previous 
year (the first time in many years), but 
that the operations of the city had resulted 
in a surplus of $400,000. Another made the 
startling comment that the operations for 
that same year had resulted in a deficit of 
$1,000,000. The comptroller of the city did 
not know which official, if either, was cor- 
rect even though his books had been au- 
dited by the state and closed and his re- 
port published. A committee of the state 
society of CPAs, requested by the mayor 
to examine the financial statements and 
render a report, confessed inability to de- 
termine from the statements the condition 
of the city’s finances or the existing defi- 
cits, either current or accumulative. 

This uncertainty arose only in part from 
poor accounting for the city’s finances. 
Had the accounts and financial statements 
conformed exactly to the principles and 
the statement forms presented in recent 
government accounting literature, there 
would still remain the question of their 
proper interpretation. On this interpreta- 
tion phase of accounting for governments, 
the literature has been peculiarly silent. 

We may note, for example, the recent 
emphasis placed upon the proper form of 
fund statements and upon the analysis of 
changes in fund surplus. A city’s finances, 
however, have to do with many funds— 
some fully owned by the government, 
some in which it has only a trustee’s in- 
terest, and some having a status in be- 
tween those two positions. There are the 
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general fund, special revenue funds, bond 
funds, sinking funds, working capital fund, 
utility funds, special-assessment funds, 
trust funds, and a so-called capital fund. 
Within those classes are the individual 
funds which might, in the case of large 
cities, number in the hundreds. Even a 
small city could easily have ten or twenty 
funds. Assume that each fund is accounted 
for and reported individually, as is gen- 
erally recommended. Out of that maze of 
fund statements how shall the financial 
condition of the city be determined? 

But the uncertainty is not confined to a 
lack of co-ordination between the state- 
ments of the various funds. There is no 
uniform understanding as to what is meant 
by the financial position of a city. Were 
we to borrow the concept from private in- 
dustry, financial position would refer pri- 
marily to ability to pay debts. In the case 
of a city where most of the expenditures 
are unavoidable and much of the income 
is a certainty, financial position acquires a 
new meaning and its determination calls 
for new techniques. 

This paper is not intended to present 
definite means and measures useful in de- 
termining a city’s financial position. It is 
hoped that such tools may grow out of a 
study of the subject which will need be 
made sooner or later. Rather, it is in- 
tended here to present some questions and 
thoughts which may arouse an interest in 
the study sooner than might otherwise oc- 
cur. 

- The subject may be stated in the form 
of simple, broad questions which probably 
come to the minds of public spirited citi- 
zens, and certainly to the minds of munic- 
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ipal officials. The questions, in brief, are 
as follows: Are the financial operations of 
the municipality being conducted satis- 
factorily? How may we know? What finan- 
cial data should we have to determine 
this, and what are the criteria by which we 
may judge? 

In answer, it has been customary to give 
a reply just as simple and just as broad— 
“the budget should be balanced.” A bal- 
anced budget appears to be generally ac- 
cepted as the criterion by which to judge 
if a municipality is fiscally “‘holding its 
own.” People have insisted upon having it 
balanced without really knowing what is 
meant thereby or whether, when balanced, 
it fairly indicates a satisfactory financial 
situation. 

But before inquiring into the meaning 
and usefulness for our purpose of the budg- 
et balance, it seems necessary to define 
financial position as it relates to a city. 
Is it sufficient to regard it as debt paying 
ability? 

As stated previously, most of the ex- 
penditures of a municipality are inevitable 
and must be met. A city could not do with- 
out police and fire protection, sanitary and 
health service, relief, etc., even for a short 
time. It is also essential either to make 
cash provision through sinking funds for 
meeting long-term debt, or to retire serial 
bonds. These expenditures and provisions 
are just as much a demand upon current 
resources as are current liabilities. 

On the other hand, the listed current 
resources are not the only means of satis- 
fying these demands. Some incomes, such 
as tax levies, fines, etc., are certain to bring 
cash into the treasury in the immediate 
future. They are a logical offset to current 
expenditure requirements and current lia- 
bilities. 

It is proposed, then, to regard the fi- 
nancial condition of a city as referring 
chiefly to its ability to meet all current 
requirements in the form of expenses, cur- 


rent liabilities, and provisions for meeting 
long-term indebtedness. That gives almost 
a purely current aspect to the concept of 
financial condition. And such a current 
view would ordinarily be justified if, as 
should be the case, the present is being 
planned with proper consideration given 
to future requirements. There would then 
be no sudden change from the current 
financial position; the future would be re- 
flected in the figures for the present. 

Among the conditions which might in- 
validate this current view would be the 
following: 


1. When proportionate provision is not being 
made annually for the retirement of long- 
term debt. If sinking funds are being set up 
with a proper share charged to the current 
year, and serial bond issues have propor- 
tionate ammounts payable this year, the 
long-term debt need not be considered 
further except for its trend. 

2. When some exceptional expenditures loom 
up as possibilities in the near future which, 
even though they will be amortized overa 
period of time through long-term financing, 
will materially affect the future yearly 
charges against income. Throwing the re- 
lief burden back upon the municipalities 
or a sudden decision to build a subway 
system not to be self-liquidating are illus- 
trations. 

3. When it is evident that the income in the 
future will be materially reduced or in- 
creased. The passage of a property tax 
limitation initiative providing for a maxi- 
mum rate below the average now in use by 
the city, without making available other 
income to offset the loss, would be an exam- 
ple. 

4. When plans are made for funding some of 
the current indebtedness. Although the 
amount ultimately payable will be larger 
because of a prolonged period of interest 
charges, the pressure is removed from the 
present, and the current financial picture 
is improved. 

5. When the debt is close or up to the debt 
limitation. This condition might result in 
more dependence upon current income in 
the future. 

6. When decided trends are evident in related 
matters—trends in assessed values, in tax 
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rates, in tax collections, in population, etc. 
Some of these may be of great importance 
to the financial outlook. 

It should be possible to evaluate most of 
these qualifying conditions in terms of 
their proper effect upon the present. That 
is, the current figures might be adjusted by 
the amounts that would be charged or 
credited to the current year’s income if the 
conditions were corrected or anticipated 
now. But the adjustments would be diffi- 
cult to determine, being based upon esti- 
mates of both the conditions and their 
probable effect. It seems practical merely 
to recognize that, when such conditions ex- 
ist, they are influential factors bearing 
upon the financial condition. 

It is clear also that everything which af- 
fects a city’s long-term credit also affects 
the financial position at the present time. 
Thus, inability to obtain credit may mean 
financing some necessary capital expendi- 
ture by current resources even though it is 
a hardship to do so. Or if the credit is good, 
borrowing through long-term indebtedness 
may be used to retire current debts and 
thus relieve a present financial strain. In 
passing upon the credit standing of a city, 
the Investment Bankers Association of 
America requests among other things that 
the following data be submitted on its form 
entitled ‘“Report on Finances”’: 

Property valuation—actual vs. assessed. 

Population growth. 

Record of defaults, if any. 

Record of outstanding bonded indebtedness, 

and the purpose of recent issues. 

Trend in amount of general obligation bonds 

and the interest rate. 

Bonds authorized but unissued. 

Legal debt limit. 

Overlapping debt (of school districts, counties, 

and special districts.) 

Condition of sinking funds. 

Principal requirements in next five years. 

Unfunded debt outstanding. 

Comparative statement of operating receipts 

and disbursements. 


Tax data (due, discounts, penalties, recent 
modifications). 
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Uncollected taxes. 

Tax collections in last three years. 

Tax title liens. 

Tax limitations. 

Special assessment collections in last three 
years. 

Bank deposits. 


It will be noted that among the credit 
data listed are items which have direct sig- 
nificance to the ability to meet current re- 
quirements. The present condition and 
future outlook are inextricably woven to- 
gether. And the significance of the other 
data, like that of the qualifying conditions 
previously mentioned in connection with 
the current view of financial position, is 
difficult to evaluate. It is probable that the 
best procedure in determining financial con- 
dition is to check upon the ability to meet 
current requirements as disclosed in the ac- 
counts and then to modify the impression 
thus obtained in any way suggested by an 
examination of the other data. That will be 
the viewpoint of this paper. 

The financial position as determined 
without the modifications mentioned may 
be termed the current financial position. 
That is, current financial position will be 
regarded as the ability of the city to meet 
its financial requirements in the immediate 
future. Particular emphasis should be 
placed upon the next year inasmuch as re- 
quirements are customarily determined for 
a period of a year. The significance to be 
given the current position in judging finan- 
cial condition will depend upon the impor- 
tance attached to the other relevant data. 

It is now appropriate to examine the 
theory that a balanced budget is proper evi- 
dence of a satisfactory financial position 
and to see how it fits into the situation as 
just described. First, however, it would ap- 
pear necessary to define a balanced budget 
as it applies to a city. It is in its customary 
form a budget in which the income of the 
general fund anticipated for the coming 
budget period, together with any unre- 
served surplus to be carried forward from 
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the current period, equals or exceeds the 
anticipated expenditures from that fund 
plus any deficit to be carried forward from 
the current period. According to this view, 
it is not sufficient that current income 
equal current expenditures. Any deficit of 
the previous period represented by an 
excess of current liabilities over current 
assets must also be provided for. It may 
happen, therefore, that a condition of un- 
balance in the current budget may exist 
solely because an unfunded deficit is car- 
ried forward from previous years. 

This is in a sense a historical view of the 
budget balance in that the figure is directly 
affected by a surplus or unfunded deficit 
arising in former years. Probably of greater 
significance would be the change antici- 
pated in the surplus or deficit because of 
the budgeted revenues and expenditures 
for the period. It should also be pointed 
out that capital expenditures to be financed 
out of bond proceeds are not reflected in 
the budget balance, although the appro- 
priation of revenue for such expenditures 
would affect the balance. 

The definition states that consideration 
may usually be confined to the general fund 
in determining whether or not the city 
budget is balanced. This is true because 
any budget deficit or any budget surplus 
free for further appropriation will ordinar- 
ily be reflected in the budgeting for the 
general fund. Special revenue and other 
funds are by their very nature usable only 
for the purposes for which they are set up. 
Even though the revenues of the special 
funds are expected to be in excess of actual 
requirements of the funds, it is not likely 
that the excess can be diverted by the coun- 
cil to other uses. And if such diversion is 
possible, the surplus is or should be shown 
as transferred to the general fund for appli- 
cation to other uses. If, on the other hand, 
the special revenues are inadequate, ap- 
propriations of additional resources must 
be made and these properly come out of 


general fund anticipated revenues. The 
general fund, then, may and should be 
made the control fund for budgeting pur- 
poses. Its budget should reflect whatever 
needs are to be met out of the taxes and 
other general income of the city, and the 
resulting surplus or deficiency of income 
will indicate whether or not the city’s budg- 
et is balanced. 

If the general fund is not made that 
point of control, it will be necessary to rec- 
ognize the budget estimates of other funds 
and take into account their deficits and ap- 
propriable surpluses. It is possible, for 
example, for a special revenue fund to show 
a deficit in its budget, perhaps financed by 
means of time warrants. Clearly, this defi- 
cit is part of the complete budget picture 
of the city and must be recognized. Unless 
it is known, then, that the general fund 
does reflect the entire budget picture, cer- 
tain of the other funds will need be exam- 
ined and possibly included. 

Is the budget surplus or deficit a good in- 
dex to the current financial position of the 
city? If the budget could be accurately and 
honestly drawn up and if there were no ex- 
traordinary factors having considerable ef- 
fect upon it, the answer would be a decided 
affirmation. The budget would present the 
comparison of income and current require- 
ments previously specified as necessary to 
determining financial position. A failure to 
balance such a budget would be recognized 
as financial weakness; and if continued 
year by year, it would point to the need of 
fundamental financial changes. 

But an accurately prepared budget is 
difficult of attainment. After all, the budg- 
et figures are merely estimates; and even 
if they represent the honest convictions of 
the budget-makers, they may be quite at 
variance with the actual figures when fin- 
ally experienced. Furthermore, officials of 
the municipality are anxious to retain pop- 
ularity by pleasing the public; and if the 
public demands a balanced budget, it is 
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easy to suppress the half-hearted prickings 
of a sluggish conscience and present false 
estimates. 

The manipulation of budget figures 
sometimes takes an unusual form. In some 
counties with whose affairs I am familiar it 
has been the practice deliberately to under- 
state the anticipated expenditures. When 
some departmental appropriations become 
exhausted about the ninth or tenth month 
of the fiscal year, emergency appropria- 
tions were made according to prearranged 
plans. In some instances it was agreed also 
that certain purchases would be made be- 
yond budgetary allowances with the un- 
derstanding that the seller would sue the 
county and collect through judgments—an 
easy matter, for the county officials did not 
contest the claims. 

Another instance of deliberate distortion 
of budget estimates is that of a certain city 
which for years has been including a ficti- 
tious revenue estimate called ‘additional 
revenues, other than general taxes, likely 
to accrue to the city.”” For 1939, this rev- 
enue was estimated as $3,944,461.68, more 
than one-half of the total miscellaneous 
revenue estimate in which it was included, 
and just short of one-third of the total esti- 
mated revenues. The 1939 annual report of 
the comptroller, in comparing actual in- 
come with the budget estimates, shows not 
a penny received applicable to this class. 

As an alternative or in addition to the 
budget figures which give a helpful glimpse 
into the immediate future, we may use the 
actual figures of the immediate past. These 
past figures have the advantage of repre- 
senting actual experience; but only in so 
far as they give a clue to the future are 
they useful in determining financial condi- 
tion. If of very recent origin, they are im- 
portant as such an index, for the financial 
picture is not likely to change suddenly. 
When compared with figures of preceding 
periods, trends of real significance may be 
disclosed which help to fill in the financial 
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picture. Finally, they may be compared 
with the budget estimates of the forthcom- 
ing period; and in so far as they seem to 
verify the estimates, lend value to them for 
indicating current financial position. 

Unfortunately, figures of past experience 
useful in determining the current financial 
condition are not always easy to obtain. As 
pointed out previously, even in connection 
with the best kept set of municipal accounts 
there is the necessity of deciding which of 
the municipality’s funds affect the situa- 
tion. When the accounts are not well kept, 
there may be other serious difficulties in 
the way of obtaining the proper figures. 

This is so important a phase of the prob- 
lem of determining financial position that 
it should be helpful to recount some details 
of an actual study in connection with a cer- 
tain city. The city was that mentioned in 
the first paragraph of this paper, in which 
certain of the officials were unable to agree 
as to the amount of the deficiency of rev- 
enue for a recent year or upon the accumu- 
lated deficit at the end of that year. 

The study centered upon determining 
the amount and the year’s change in cur- 
rent deficit. For the purpose of such an in- 
vestigation, current deficit may be defined 
as an excess of current indebtedness over 
current assets, the excess to be eliminated 
by means of taxes or other revenues in the 
immediate future unless funded. The defi- 
cit arises out of the inadequacy of reve- 
nues to meet current requirements in past 
years. In other words, current deficit is an 
index to the current position. 

The current deficit is determinable by 
deducting current assets from current lia- 
bilities. The change in this deficit from one 
year to the next can be verified, for it 
should equal the difference between cur- 
rent income on the one hand, and the ex- 
penses, losses, and other charges against 
such income on the other, except for the 
funding of part or all of the deficit through 
the proceeds of long-term debt. 
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In the calculation, it is necessary to in- 
clude all funds with deficits which need to 
be met through taxation or other general 
revenues. On the other hand, funds with 
surplus balances which cannot be diverted 
to general purposes and thereby used in re- 
ducing the general deficit must be excluded 
Consequently, a fund might at one time be 
included and at another time excluded if 
its balancing figure varies between the sur- 
plus and deficit status. This points to the 
necessity of re-examining funds year by 
year to determine whether or not they 
should be included. 

In the financial set-up of this particular 
city, three special revenue funds had defi- 
cits and each deficit constituted a claim 
against the income of the general fund. 
They were therefore included in determin- 
ing current deficit. Of the several special 
revenue funds with surplus balances, two 
had served their purpose completely and 
the assets were to be transferred to the 
general fund. Hence they also were in- 
cluded. Another called an emergency fund 
was intended for use in making special ap- 
propriations which otherwise would be met 
out of the general fund. Its restrictions 
were very general and it seemed properly 
includible. The other special revenue funds 
were found to be closely limited in use and 
had to be left out. 

Two other funds need specific mention. 
One known as the tax property sales fund 
carried as assets the real estate acquired 
through tax foreclosures and the real estate 
contracts resulting from sales of such prop- 
erty. But its cash was overdrawn and it 
owed the general fund a substantial 
amount, fully as much as the anticipated 
collections of the fund for several years. 
Hence the surplus could not be considered 
current and the fund was omitted. The 
other fund was that of a city-owned utility 
which had incurred a large operating loss 
for the year. But any deficit of that fund 
was not a claim on taxes or other general 


revenue. The fund was entirely independ- 
ent in its operation, and creditors could 
look only to the earnings or present assets 
of the utility for recovery of their loans, 
The fund was therefore omitted in this 
study of the current deficit of the city. 

After determining the funds to be in- 
cluded, it was necessary to examine the ac- 
counts of each fund and, if the surplus or 
deficit balances were not properly derived, 
to make adjustments. The general fund 
was by far the largest and most compli- 
cated of the funds involved and a discus- 
sion of the methods used in determining 
and adjusting its deficit and the year’s 
change in its deficit will probably give the 
clearest indication of the nature and diffi- 
culties of the work. 

Included in the general fund were the so- 
called bond and construction fund ac- 
counts. Such funds, consisting of the pro- 
ceeds of bond issues expendable for fixed 
assets only, have no direct effect upon the 
current deficit and were therefore elim- 
inated. The bonded debt and the depre- 
ciated value of the fixed assets of the city 
had also been erroneously carried in the 
general fund and were removed. 

In the balance sheet, the inapplicable 
items were rather easily identified and ex- 
cluded. The current deficits at the begin- 
ning and the end of the year were calcu- 
lated and the change during the year noted. 
The change was then reconciled with the 
operating statement for the year. 

In analyzing the change in deficit for the 
purpose of reconciliation, it did not suffice 
to examine the reported income and ex- 
penditures. The variations in value of cer- 
tain fixed assets and liabilities had to be 
investigated, for some of them affected the 
current picture without being reflected in 
the operating statement. As a result of the 
analysis, the following were disclosed as 
important items of reconciliation between 
the deficiency figure in the operating re- 
port and the decline in deficit derived from 
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the comparison of the current assets and 
current liabilities at the beginning and end 
of the year. 

To be added to the deficiency as re- 
ported : 
Items included as income of gen- 

eral fund in error: 
General bonds redeemed out of 


bond redemption fund..... $ 578,000.00 
Fixed assets completed by City 


836,575.97 
P.W.A. grant for sewer con- 
Land in excess of right-of-way 
requirements from General 
Road and Bridge Fund..... 2,554.84 
Construction fund income item 20.80 
Capital assets acquired out of 
revenue proceeds, not re- 
$1,543, 148.55 


To be deducted from the deficiency as re- 
ported : 


Items included as expense of gen- 
eral fund in error: 


Depreciation on operating 

Depreciation on street im- 

Donations by construction 


funds to other funds....... 65,303.45 
Items of income to general fund 
omitted in error: 
Proceeds of sale of capital as- 
Balances transferred from con- 
struction 87,239.94 
Proceeds of funding bond issue 
used to retire warrants and 
PRY 3,202 ,989.19 


$5,373 ,586.27 


A number of comments may be made re- 
garding the above figures and the operat- 
ing statement: 


1. The reconciling figures are very significant 
in amount as compared to the reported de- 


Determining the Current Financial Position of a City 47 


ficiency of $1,118,026.56. The operating 
report therefore gave no true indication of 
the change in deficit of the fund. 

2. In obtaining some of the figures it was nec- 
essary to analyze changes in the accounts 
of fixed assets, fixed liabilities, reserves for 
depreciation, and construction funds. Oc- 
casionally journal entries had to be exam- 
ined. The task was long and tedious. 

3. In some respects the accrual method of 
accounting is possibly not carried far 
enough. Year by year the operating report 
contains significant totals of “Delayed 
Gains Accrued in Prior Periods” and “De- 
layed Losses Accrued in Prior Periods.” 
While there is probably some tendency for 
the successive years to have similar “‘de- 
layed” amounts, there is no assurance that 
this is the case and that the consequent 
effect on the deficiency or surplus is negli- 
gible. 

4. Such items as fixed assets purchased out of 
general-fund revenue, balances transferred 
from other funds, and proceeds of sale of 
fixed assets may fluctuate considerably 
from one year to the next and yet are prop- 
erly included in a complete statement of 
operations. The proceeds of a funding bond 
issue, however, intended to reduce the defi- 
cit should not be permitted to affect the 
calculation of the deficiency for the year. 

5. Certain adjustments totaling approximately 
$500,000 were made to the deficit as calcu- 
lated from the balance sheet. They included 
setting up accrued interest on warrants and 
a reserve for uncollectible taxes and other 
receivables. Similar adjustments of about 
the same amount were made to the accounts 
at the beginning of the year. Together, they 
had no net effect upon the deficiency figure 
for the year. 


The same type of analysis was theoreti- 
cally necessary in connection with each of 
the other five funds which were found to 
bear upon the current position. However, 
those funds were comparatively small and 
inactive and therefore easily analyzed. 
When all were completed, the figures were 
combined with those of the general fund 
and the whole referred to as the figures of 
the general and related funds. 

From the combined figures several state- 
ments were prepared, as follows: 
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1. Income, expenditures and losses for the 
year. The final figure was an excess of ex- 
penditures and losses over income, resulting 
in an increase in current deficit. 

2. A statement of current condition, showing 
the adjusted current assets and liabilities 
and the current deficit at the end of the 


ear. 
in current deficit for the year. This 
showed the changes made to the deficit 
balance because of adjustments for probable 
losses and expenses not recorded in the ac- 
counts, the excess of the expenditures and 
losses over income, and the proceeds of the 
funding bonds which had been used to retire 
warrants and pay interest. 

4. A statement of source and application of 
funds, giving the movement of cash or its 
equivalent in and out of the fund group 
during the year. 

The first three statements were pub- 
lished by the city’s municipal league and 
accepted as being a fair presentation of the 
current position of the city. The fourth was 
prepared to give certain city executives a 
better insight into what took place during 
the year. 

One other phase of determining the 
financial condition of a city will be given 
some attention. It embraces the study of 
the nature and relationship of the current 
resources and liabilities carried forward to 
the new year. In interpreting business ac- 
counts such a study is of considerable im- 
portance. Is it possible we may find the 
analytical devices and ratios used in con- 
nection with the current accounts of busi- 
ness also applicable to those of a munici- 
pality? A brief examination shows that the 
current accounts of the two types of or- 
ganizations have little in common. 

It is not important, for example, that a 
municipality have a substantial fund of 
working capital for its general activities. 
Taxes usually come in shortly after the 
start of the fiscal year, and temporary bor- 
rowing may be resorted to up to that time. 
Theoretically no working capital whatso- 
ever is necessary for the general fund at the 
end of the year. A satisfactory condition 
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would be to have no liabilities and no as- 
sets carried over from one year to the next, 

That condition is not practical, of course, 
for there are always uncollected taxes and 
probably other receivables and always un- 
paid liabilities at the end of the year. And 
only by the merest chance would they be in 
balance. As a conservative and expedient 
measure, the current assets should exceed 
the current liabilities, but the amount of 
such excess would seem to be rather unim- 
portant unless it is planned to finance ex- 
penditures without borrowing, even before 
the tax payments come in. 

Without a tendency to have a certain 
amount of working capital always on hand, 
the ratio of current assets to current liabil- 
ities (that is, the current ratio) might fluc- 
tuate violently. In the early part of the 
year, current resources are obtained (in the 
form of tax receivables or cash) in some- 
what of a lump sum for the entire year, and 
this amount gradually diminishes as the 
year progresses. On the other hand, liabil- 
ities are incurred and paid off at a relative- 
ly even pace throughout the year. Hence 
the current ratio would show a marked de- 
cline during the course of the year. 

But even as between the current ratios 
calculated at the ends of successive years, 
there would be little tendency toward uni- 
formity. The amounts of remaining capital 
would be small, in some cases being nega- 
tive quantities, and the ratios would tend 
to vary widely through a range extending 
from possible infinity on one side (assets 
with no liabilities) to zero on the other (lia- 
bilities with no assets). It seems impossible 
then, to attach significance to the move- 
ment of the current ratio. 

The experience encountered in collecting 
taxes may be important to the financial 
position. However, the “turnover of re- 
ceivables” ratio used in private industry to 
measure collectibility is not applicable toa 
city where almost all of the tax receivables 
for the year are set up at one time and the 
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amount is an ever-decreasing quantity for 
the balance of the year. Instead, the per- 
centages of uncollected taxes to the totals 
assessed in the years to which they apply 
are found to be helpful in forecasting the 
collection of taxes in the coming year. 

As in private accounting, each asset 
should be examined to see that its value is 
not overstated. Typical of questions which 
might be raised regarding them are the fol- 
lowing : 

1. Are the tax and other receivables properly 
reduced by reserves to the amounts actually 
expected to be collected? There is some 
argument for reserving in full against taxes 
receivable and thereby allowing each year 
to have credit for all taxes collected in that 
year. This removes the danger of regarding 
as current the taxes receivable which mitht 
take years to collect. Long term accounts 
receivable might be treated similarly. 

. Are the temporary investments shown at 
present realizable value if such value is 
below cost? 

. If the inventory of materials and supplies is 
substantial and necessarily so, has there 
been a surplus reserve set up to cover the 
amount? The reserve is advisable, for that 
amount is not available for appropriations 
as long as the inventory must be maintained. 
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Probably enough has been stated to 
show that the problem of determining the 
financial position of a city is likely to be a 
difficult one. Its importance to officials, 
citizens and creditors has also been indi- 
cated, for the trend may clearly disclose a 
need for fundamental change in financial 
policy. 

It was pointed out that the budget is 
somewhat indicative of present condition 
only insofar as it may be made accurately. 
The best procedure in determining the con- 
dition seems to be to find the proper cur- 
rent surplus or deficit and the change 
therein during the past year or number of 
years, and then to modify the impression 
they give by an evaluation of other rele- 
vant factors. But this view should be ac- 
cepted definitely only after confirmation 
through further study. 

Thus far, government accounting has di- 
rected little attention to the problem. It 
seems appropriate, therefore, to register a 
plea for more research along this line. Dis- 
closing the financial condition should be 
made a major objective in the accounting 
for a city. 


CRITICISMS OF THE TENTATIVE 
STATEMENT OF ACCOUNTING 
PRINCIPLES 


RoBErtT L. DIxXon 


rather broadly criticisms which have 

been advanced relative to the Tenta- 
tive Statement of Accounting Principles. 
An analysis of accounting writings since 
1936 indicates that relatively few articles 
have dealt exclusively with the proposi- 
tions contained in the Tentative State- 


T= object of this paper is to consider 


ment; on the other hand, scarcely any 
expression in connection with theoretical 
aspects of accounting can avoid implying 
either agreement or lack of agreement with 
one or more of the propositions. It there- 
fore becomes impossible to limit the pres- 
ent discussion to those writings which 
actually mention the Tentative Statement 
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since to do so would be to assert that all 
other contributions are irrelevant. 

At the outset it must furthermore be 
noted that this paper is not intended as a 
defense of the Tentative Statement in 
general. Certain specific criticisms have 
been advanced which are well founded and 
which deserve to be recognized when a re- 
vision is undertaken. No attempt will be 
here made, however, to catalogue the 
criticisms, either direct or implied; rather, 
the paper will be concerned with what are 
believed to be the major issues. 

In the division of subject matter it 
seemed well that my paper should deal 
with general phases such as the basic ob- 
jectives of the Tentative Statement as 
well as with the first section of that state- 
ment, entitled “Costs and Values.” 


NEED FOR ACCOUNTING PRINCIPLES 


As general aspects preliminary to the 
consideration of particular propositions it 
would appear desirable to question: first, 
whether or not a need exists for a state- 
ment of accounting principles; second, 
whether or not the construction of such a 
statement is feasible; and third, what may 
be the criteria of the well-constructed 
statement. These questions have been 
raised either directly or by implication in 
writings since the date of publication of the 
Tentative Statement. 

In considering the possible need for uni- 
form accounting principles, one must look 
to the sphere of relationships between the 
stockholder and the corporation, since it is 
in this connection that the statement of 
principles was established. Why should 
uniformity of accounting treatment be 
sought? 

Logically, no one would be likely to deny 
that uniformity is in itself desirable. Yet, 
it may be insisted that uniformity within 
the limits of human ability must be so im- 
perfectly constituted that any attempt to 
attain universal adoption of principles so 


established must result in negative rather 
than positive value; that is, we must be 
aware of the dangers of “reducing the 
whole field of accounting” to a level of 
mediocrity, or of stifling the accountants 
most cherished possession, “‘his judgment.” 

It must, on the other hand, be recog. 
nized that accounting has been developed 
to the level of a profession and that ac. 
counting reports result from technical 
analyses of complicated business trans- 
actions. It might well be argued that if 
accountants would make a practice of 
labeling the various amounts and balances 
in their statements in such a way as to 
describe precisely what those figures con- 
stitute, much of the alleged need for uni- 
formity of principles would vanish. How. 
ever, as long as accountants persist in 
limiting the accounting vocabulary to a 
few traditional terms and titles, insistence 
is not misdirected which calls for uniform- 
ity of procedure in arriving at the amounts 
so labeled. Granted that the person “‘mod- 
erately experienced in business and f- 
nance” must be conversant with certain 
accounting concepts, must he also be 
equipped with an ability to detect and to 
understand anywhere from one to ten 
schemes for arriving at a figure so famil- 
iarly labeled “Net profit from operations’? 
If he possesses this ability no organization 
of principles is called for; if he lacks this 
ability, and it is quite certain that he does, 
he is subject to a situation in which the 
terminological similarity of non-uniform 
statements constitutes their only resem- 
blance, and a very misleading one at that. 

Should it be admitted that the need for 
a statement of principles exists, the ques- 
tion arises as to the feasibility of such 4 
formulation. What are the outstanding 
obstacles? 


FEASIBILITY OF FORMULATION 


One seldom-recognized obstacle lies in 
the personal factor itself. Accountants as 
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individuals hold their own ideas in highest 
esteem. The fear that a contrary idea or 
set of principles may gain predominance 
and general acceptance may, in some cases, 
call forth a heated and perhaps unwar- 
ranted attack upon such an attempt at 
progress. Though this obstacle should be 
borne in mind, it can, for present purposes, 
be dismissed with an expression of hope 
that constructive and cooperative effort 
will inevitably prevail. 

The outstanding objection to the insist- 
ence upon a central core of accounting 
principles lies probably in the fact that 
accounting reports must represent a great 
variety of industries as well as a variety of 
conditions within a given industry. Re- 
lated to this problem are the further com- 
plications, emphasized particularly by Mr. 
G. O. May;} first, that accounting reports 
must serve many purposes; and second, 
that the accounting mechanism is based 
upon a number of fundamental, but often 
conflicting, concepts. 

Mr. Stephen Gilman describes another 
complication in terms of what he calls 
“conflicts between the managerial view- 
point and the accounting viewpoint.” He 
says,” “‘... It has often become necessary 
for accountants to compromise between 
strict application of accounting theory and 
practical expediency. Professional account- 
ants constantly must pass upon schemes, 
proposals, and short-cuts, pushed upon 
their attention by lawyers, economists, 
bankers, analysts, and above all by busi- 
ness men who are their clients, upon whose 
goodwill they must depend, and to whom 
their sympathies naturally extend.” Mr. 
Gilman believes this to be perhaps the 
most complicating of all factors in connec- 
tion with an attempt to standardize ac- 
counting principles. 


1“Tmprovement in Financial Accounts,” Journal of 
Accountancy, May 1937, p. 349. 

* Accounting Concepts of Profit (New York: The Ron- 
ald Press Company, 1939), p. 23. 
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Mr. V. H. Stempf, in appraising the 
Tentative Statement, has stated,* “One 
cannot disagree with the object of provid- 
ing a foundation of underlying considera- 
tions which will tend to eliminate random 
variations in accounting procedure... . 
But ... many of these variations are not 
merely random differences but carefully 
considered distinctions which seek to pre- 
sent the material facts of the business in 
such form and sequence as management 
deems best suited to the purpose.” 

These observations make it clear that 
the rigidity which may attend any pro- 
mulgation of authoritative principles con- 
stitutes a major problem. 

To meet these difficulties a statement of 
principles must certainly make broad al- 
lowances for exceptional treatments as 
well as for the exercise of judgment in the 
treatment of imponderables. Must it be 
admitted, however, that such allowances 
must of necessity make the statement of 
principles valueless for lack of consistent 
application? The answer should be in the 
negative. Actually, consistent application 
may well be insisted upon so far as the tech- 
nical report itself is concerned. And this 
does not mean that the accountant is rig- 
idly bound, because it seems clear that no 
assortment of principles could reasonably 
insist that the financial statements be 
limited to a display of only those figures 
which would result from the application of 
the principles. And therein lies the entire 
answer to those who object to a statement 
of principles on the ground of undesired 
rigidity. Footnotes and collateral notations 
are becoming increasingly important in the 
presentation of financial data. Although 
such tools might well be the subject of 
very thorough study in order that reason- 
able standards could be applied to their 
use, one certainly would not restrict the 


3“A Critique of the Tentative Statement of Ac- 
AccounTInG REviEw, March, 
p. 55. 
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accountant’s duty to augment his techni- 
cal report with parenthetical expressions 
of judgment in those cases where he be- 
lieves the technical figures to be inade- 
quate. Readers of financial statements 
must place a great deal of faith in the ac- 
countant’s exercise of judgment, and such 
applications of judgment should not be 
unduly restrained. However, where the 
application of judgment has material bear- 
ing upon the results, and particularly 
where the use of independent judgment 
leads to the presentation of figures not in 
accordance with an accepted statement of 
principles, it is important that interested 
parties be given some means of determin- 
ing the amount of such deviation and thus 
be empowered to evaluate the account- 
ant’s decisions. This means lies in the 
adoption of a central statement of princi- 
ples with which the statement reader may 
be assumed to be familiar. The deviations 
from the central statement represent spe- 
cial applications of judgment or theory on 
the part of the accountant. Such devia- 
tions should be made very obvious in the 
financial reports. 


CRITERIA OF A WELL- 
FORMULATED STATEMENT 


What criteria may we select as most 
fitting in the evaluation of a set of account- 
ing principles? The fact that the principles 
must not be mutually contradictory, and 
that they must be understandable, scarce- 
ly needs mention. Of much more funda- 
mental importance is the question of the 
degree to which they are fitted to the basic 
purposes of corporate reports. That is, 
should the principles represent theoretical 
ideals? Should they be “standards’’? It is 
doubted that either is entirely feasible. 
Accountants are not ready to agree upon 
theoretical ideals nor to admit that a the- 
oretical standard, implying practical su- 
periority, is really superior, especially 
when it happens to conflict with the no- 


tions of the accountant himself. Account- 
ants are more likely to agree on other 
grounds, however. For example, they will 
certainly agree that one of the historical 
cost methods of valuing inventory is far 
superior to the replacement cost method so 
far as general applicability is concerned, 
in spite of the fact that arguments relative 
to the theoretical merits of the two inven- 
tory schemes have consumed countless 
hours of debate. In the final analysis the 
accounting principle which is best chosen 
—and actually an accounting principle can 
be little more than a rule of broad appli- 
cation—ts that one which is capable of the 
broadest practical application without sub- 
stantial disregard of accounting theory. 

Mr. Stempf has criticized the general 
balance of the Tentative Statement by 
saying, “I believe that in some cases sub- 
sidiary rules and standards have been mis- 
taken for general principles.’’* Taken as a 
group, a statement of accounting princi- 
ples must be something more than a series 
of precise bookkeeping directions. Any such 
statement is bound to prove lacking just 
at the moment when it is most needed. 
Rather, it should consist of broad, under- 
lying rules adequate to guide the attitude 
toward all the material problems of the 
corporate report, regardless of industry. 
The statement should, furthermore, con- 
template the occasional ascendancy to 
majority recognition of a formerly rejected 
concept or practice. 


COSTS AND VALUES 


Section A of the Tentative Statement 
of Accounting Principles is entitled “Costs 
and Values.” In summary, the section 
states that assets should be listed at that 
portion of original cost which is properly 
chargeable to future operations. The deter- 
mination of cost is broadly described in 
terms of cash outlays, or in terms of mar- 
ket values where property has been ac- 
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quired other than on a cash basis. The 
recognition of value expirations is, of ne- 
cessity, delegated to a large extent to the 
exercise of reasonable judgment. As safe- 
guards in this latter instance, propositions 
4 and 8 provide that recognized errors in 
judgment must be reflected through in- 
come statements rather than through ad- 
justments to surplus or to reserves. 

What, then, becomes of the most excel- 
lent theory that the economic income of 
the entity is much more closely approxi- 
mated and much more accurately revealed 
when replacement cost are utilized? Why, 
for example, should accounting state- 
ments be hesitant in the reporting of ob- 
vious value increases when they are so 
thoroughly committed to the reporting of 
declines? Mr. Arthur Lorig expresses this 
point forcibly: ““The principles objected to 
are those dealing with costs and values. 
They aim to tell investors and creditors of 
values which were purchased and have not 
disappeared, but studiously avoid giving 
information as to new values which may 
have developed. They make of conserva- 
tism a god so domineering that the objec- 
tive of accounting—providing useful finan- 
cial information for intelligent guidance— 
is somewhat forgotten.’”® Theoretical argu- 
ments for and against the use of current 
values have been listed so many times in 
the standard textbooks that little need 
exists for any restatement here. Unques- 
tionably a strong theoretical argument can 
be advanced for the reflection of basic 
price level changes in the accounts. This 
does not seem to warrant, however, the 
immediate adoption of a principle which 
states that all asset values should be ad- 
justed continuously, or even periodically, 
to reflect price level changes. This latter 
statement is true because, first, none of the 
currently determined price level indexes 
is well adapted to the task; and, of more 


5 Arthur N. Lorig, ‘“Comments on the Principles,” 
AccounTING REviEw, December, 1937, p. 401. 
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immediate importance, considerably more 
weight of evidence must be developed be- 
fore any perceptible fraction of the prac- 
ticing accountants would agree to the uni- 
form adoption of replacement values. The 
theory of replacement values has received 
a great deal of attention; the determina- 
tion of replacement values for practical 
purposes, however, is subject to such great 
uncertainty in any but the most simple 
situation that few if any practicing ac- 
countants would seriously consider an 
adoption of the theory for record purposes. 

Changes in values of specific assets are 
of real importance whether such changes 
be upward or downward. Value increases 
other than those which are part of the 
general price level current, are, however, 
entirely dependent upon future activities, 
future managerial decisions, for their real- 
ization in the form of stockholder divi- 
dends. Management should not, therefore, 
be allowed to report such changes as if 
they had become unquestioned enhance- 
ments of the economic position of the 
stockholders. Such specific changes should 
not be allowed to affect the technical con- 
tent of the corporate report except as they 
pass through the process of reaiization. On 
the other hand, this is not to deny that 
management is affixed with the responsi- 
bility to protect specific value increases. 
Such changes, where material in amount, 
should unquestionably be given recogni- 
tion either parenthetically or as footnotes. 

George R. Husband, while not objecting 
to the use of cost figures for recording pur- 
poses, proposes the use of a three-column 
balance sheet. The first column would 
show the amounts arrived at through ap- 
plication of the postulates contained in the 
Tentative Statement; the second would 
contain the same items adjusted to a cur- 
rent dollar basis; the third column would 
exhibit ‘‘present values.” The suggestion 


6 ‘Accounting Postulates,’”” AccouNTING REVIEW, 
December 1937, p. 387. 
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provides for a Systematic display of values 
other than cost. Balance sheets prepared 
on this basis, subject to certain problems 
of preparation, would be many times more 
useful for analytical purposes than are 
those which presume to show cost residuals 
alone. Mr. Husband’s proposal would con- 
stitute an extension of Proposition 7 which 
provides for collateral notations. 

Finally, much that has here been main- 
tained must be considered in a decidedly 
different light under conditions of severe 
monetary inflation. All that can be said 
now is that accounting principles cannot 
be expected to be designed except for the 
observable present. A reshuffling of the 
economic system would make necessary a 
comparable restatement of principles. 


LIABILITY VALUATION 


The section on costs and values includes 
a proposal that the gross amount of a li- 
ability shall be reduced by the unaccrued 
portion of any discount arising as a differ- 
ence between the face amount and the net 
proceeds of a loan. Again, it would seem 
needless to list the arguments which have 
been so excellently stated in the past in 
theoretical defense of this proposition. 
The fact that a true prepayment of interest 
cannot be proved to be possible constitutes 
the theoretical objection to the listing of 
discount among the deferred charges. On 
the other hand, under the assumption of 
the going concern, it is plausible, and 
should not be misleading, to show the dis- 
count as a specified subtraction from the 
liabilities in question. Mr. C. T. Sweeney 
properly criticizes this particular proposi- 
tion, as it is worded in the Tentative State- 
ment, on the ground that while it provides 
for a correct handling of debt discount it 
fails to mention the closely related ques- 
tion of debt premium.’ 


7 “Accounting Postulates, Comments,’’ ACCOUNTING 
Review, December 1937, p. 403. 
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SUMMARY 


The section on costs and values has 
justly been criticized from the standpoint 
of choice of phraseology, from the stand- 
point of balance of emphasis, and on the 
ground that certain problems are not pro- 
vided for. Among the omissions are the 
exclusion of reference to consolidation 
problems, the failure to define clearly the 
determination of cost values subsequent 
to corporate reorganization, as well as the 
determination of value where property 
which lacks an apparent market value has 
been acquired in exchange for corporate 
securities. Also, the principles to be ap- 
plied in merchandise inventory valuation 
are not clearly evident. 

It is believed, too, that the underlying 
tone of the document may be criticized. 
The continuous emphasis upon historical 
costs may well have created the belief that 
other information is to be discredited even 
though it be not a part of the technical 
statements. DR Scott expresses this view 
when he states that the principles over- 
emphasize the “record function” of ac- 
counting to the exclusion of what he terms 
the “control function” and the “protec- 
tion-of-equities function.’”’*® Without at- 
tempting to expand further the points ex- 
pressed by Mr. Scott, it would seem proper 
to suggest that the statement of principles 
must more clearly be described as a state- 
ment of minimum requirements for reports 
to investors. 

In conclusion, it must be observed that 
the propositions listed under the title 
“Costs and Values” are in no sense re- 
stricted to the balance sheet in their im- 
portance. They may be classed as the 
group of principles which underlie the de- 
termination of income from the cost, or 
expense, point of view. Values attached 
to balance-sheet items must sooner or later 


® DR Scott, “The Tentative Statement of Prin- 
ciples,” ACCOUNTING REviEw, September 1937, p. 296. 
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show their influences upon the income 
figures. It is maintained that under pres- 
ent circumstances historical costs are 


II 
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best adapted to uniformity of reporting, 
minimization of manipulation, and clarity 
of definition. 


Harry D. KERRIGAN 


since the appearance, in 1936, of 

the Tentative Statement found but 
few discussions of this document. There 
were only four articles which formally 
lend themselves to a consideration of the 
Tentative Statement: those of G. R. Hus- 
band, C. R. Rorem, DR Scott, and V. H. 
Stempf.'! None of these were in disagree- 
ment with the document as a whole, and 
all of them approved the majority of the 
propositions stated. For partial treatments, 
the remarks of G. O. May, T. H. Sanders, 
and W. A. Hosmer make up practically the 
whole list.” 

Adverse criticisms divide themselves 
into four classes. The first relates to alleged 
defects of workmanship in the formulation 
of the statement. The second pertains to 
alleged incongruities of the various parts 
of the whole. The third deals with the 
practicality of certain propositions. The 
final class represents differences of opinion 
on fundamental theses. 

1 Husband, G. R., ‘‘Accounting Postulates: An An- 
alysis of the Tentative Statement of Accounting Prin- 
ciples,” 12 AccounTING REview (1937), p. 386. 

Rorem, C. Rufus, ‘‘Accounting Theory: A Critique 
of the Tentative Statement of Accounting Principles,” 
12 AccouNTING REviEw (1937), p. 133. 

Scott, DR, ‘‘The Tentative Statement of Principles, 
12 AccounTING REviEw (1937), p. 296. 

Stempf, Victor H., ‘“‘A Critique of the Tentative 
Statement of Accounting Principles, 13 ACCOUNTING 
Review (1938), p. 55. 

2 May, G. O., ‘Uniformity in Accounting, 17 Harvard 
Business Review (1938), p. 4. 

Sanders, T. H., ‘(Comments on the Statement of 
Principles, 12 AccounTING Review (1937), 
p. 76. 

Hosmer, W. A., ‘‘The Effect of Direct Charges to 


Surplus on the Measurement of Income,” 13 AccountT- 
ING Review (1938), p. 48. 


REVIEW of the published articles 


Several modes of organizing a paper on 
criticisms are available to a reviewer. One 
procedure is to grade the criticisms accord- 
ing to their importance as the reviewer 
judges it. Another is to arrange the criti- 
cisms on the same topical lines followed in 
the presentation of the Tentative State- 
ment. Your present reviewer had adopted 
a procedure somewhat different from 
either of these. It was decided to organize 
the paper on the basis of certain issues 
which I believe are raised by the Tentative 
Statement. This plan of presentation has 
two advantages. It focuses attention upon 
the problems with which the Tentative 
Statement is concerned. It also helps to 
identify specific criticisms with the larger 
issues of which they form but a part. l 
have not hesitated to attempt an evalua- 
tion of the more important criticisms di- 
rected against the Tentative Statement. 
On the other hand, I have felt free to add 
my own criticisms to those of others in the 
discussion of the issues; in fact in some 
instances, the responsibility for comments 
supplied rest entirely on me. 

The parts of the Tentative Statement 
which fall within my assignment are prop- 
ositions 8 to 20. These deal, in the langu- 
age of the headings used in the document, 
with (1) measurement of income, and (2) 
capital and surplus. 

Income of a period.—Proposition 8 states 
that all income charges and credits, re- 
gardless of character or size, shall pass 
through the income statement of some 
year. Earned Surplus would receive no 
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credit other than net income of a year, and 
no debits other than those for net loss of a 
year, declaration of dividends, and reserva- 
tions to indicate some particular policy or 
restriction imposed by an existing con- 
tract. This proposal is based on the prem- 
ise that the income statement of a year 
is an historical report, and that if it is to 
be purely a history of what has happened, 
it must be a complete history. A variety of 
transactions and events are of course rep- 
resented by the data included in the in- 
come report. The final balance of this 
statement will reflect not one but several 
practical business concepts of income; it 
will compose a difference arising from an 
interpretation of what has happened as a 
result of the cross-flows of incoming and 
outgoing values during the year in ques- 
tion. 

In opposition to this view are two which 
will be referred to briefly. 


EARNING POWER 


One opposing view is that the chief use- 
fulness of the annual income statement lies 
not on being historical but in the aid it can 
furnish in estimating future income. In its 
essentials, the argument advanced is that 
the income statement should serve as an 
indicator of earning power. “Charges and 
credits of an extraordinary nature,” de- 
clares an advocate of this view, ‘‘may well 
be revealed in a presentation of the surplus 
account. ... This is of particular impor- 
tance to the average investor, who is in- 
clined to look at a newspaper headline 
stating that the ABC Company’s earnings 
are $5 a share, without realizing that per- 
haps 20 per cent of this figure may be of a 
non-recurring nature.’ 


3 Robinson, Dwight P. Jr., ‘“‘Accountants’ Reports 
and Audited Accounts from an Investment Analyst’s 
Viewpoint, 67 J. Accountancy (1939), beginning at page 
77. In an article entitled ‘‘Accounting for Investors,” 
Jerome N. Frank also appears to be arguing for the dis- 
closure of earning power in the income statement. See, 
68 J. Accountancy (1939), pp. 298-300. 


But the corporation’s responsibility as 
to the annual income statement is one of 
disclosure of what has taken place, not 
measurement of earning power. All that an 
intelligent investor should expect is a 
reasonably complete and accurate histori- 
cal report of the income of a period. The 
investor is of course desirous of ascertain- 
ing earning power, but this involves a 
prediction of the future, and the income 
statement of a past period is merely a 
starting point for that purpose. Where in- 
vestors desire to measure the earning 
power of a corporation, they must under- 
take an analysis of a series of income state- 
ments, very much like the procedure which 
the corporation itself would adopt if it pre- 
pared a prospectus in connection with a 
proposed issue of securities. In fact from 
the corporation’s side, the only appropriate 
place to set forth earning power, and hence 
the basis of the value of its securities is 
in the prospectus of a new security issue. 
How the corporation may assist potential 
buyers and sellers of its issued securities 
in evaluating earning power by such de- 
vices as arrangement and subdivision of 
the income data of a period will be referred 
to in a later paragraph. 


INCOME ATTRIBUTABLE TO A PERIOD 


A second view is that the chief function 
of the income statement is to reflect “the 
results of the year’s operations as truly 
as possible.’’ If there are “adjustments for 
prior years and capital gains and losses,” 
they should be absorbed through a state- 
ment of “surplus.’’* The proposal in the 
Tentative Statement, this critic continues, 
“plainly intends that the income state- 
ment will be marked off in three stages 
showing (1) income of the year proper, (2) 
income adjustments for prior years, and 


(3) realized capital gains and losses, but 


4 Sanders, T. H., ‘(Comments on the Statement of 
—— Principles,” 12 AccounTING REVIEW 
(1937), p. 77. 


all totaling up to one final figure called— 
what? .. . It certainly could not be called 
‘net income for the year’ since that is the 
name of the last item in the first part.’ 

The proposal that all income charges 
and credits be routed through the annual 
income statement is objected to by an- 
other critic in these words:* 1. It oversim- 
plifies a highly complex problem. It bears 
some evidence of deductive reasoning from 
premises in the theory of accounting, 
rather than inductive reasoning by study 
of actual cases. The method of reasoning 
is important, because the validity of the 
principle depends on the extent to which it 
can be used as a guide for action in dealing 
with actual cases arising in practice, and 
on the soundness of the results which will 
be achieved if it is so used. 2. The principle 
is too rigid; it does not allow sufficient flex- 
ibility in meeting changing conditions con- 
fronted by an enterprise. 3. Adherence to 
the principle results in but a partial solu- 
tion of the problem, which is to measure 
the income attributable to a period. Sim- 
ply to load the income statement of a 
period with all charges and credits taken 
up in that period would not add to the ac- 
curacy of measuring the income of that pe- 
riod. 

Perhaps the main danger seen by the crit- 
ics is that the procedure suggested in the 
Tentative Statement is apt to “distort” 
the income attributable to a particular 
year. None of the objectors disapprove the 
inclusion in the income statement of the 
current year of items relating to prior years 
or of non-recurring items, provided that 
such inclusion does not “distort” the final 
net income of the year. The issue thus 
turns on size of the items, not on their na- 
ture.’ But the net income of a single period 


5 Sanders, T. H., Joc. cit. 

s Hosmer, W. A, “The Effect of Direct Charges to 
Surplus on the Measurement of Income,” 13 Account- 
ING REVIEW (1938), pp. 49-50. 

. charges and credits applicable to prior years 
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cannot of itself be significant to either pres- 
ent or prospective securityholders of the 
investor, in contrast to the speculator, 
type. It is believed that the character of an 
item as an income charge or credit should 
be judged the controlling feature, and that 
the possibility of an item being related to 
prior periods, or being of a non-recurring 
nature, though relevant, is secondary. 

Further, a greater general recognition in 
the accounts of the “accruing” character of 
many so-called extraordinary income 
charges and credits is envisaged in the un- 
qualified application of the principle under 
consideration. Observe, for example, the 
following words of a prominent profes- 
sional accountant regarding the factor of 
obsolescence: “‘Obsolescence ... is not a 
sudden, incalculable loss of value. It is the 
state of becoming obsolete, and the provi- 
sion for it should be made . . . (on the basis 
of) reasonable probability, based on expe- 
rience.”’® Finally, without seeming to raise 
the question of the good faith of corporate 
officials generally, the proposal of the Ten- 
tative Statement does remove the ‘“‘temp- 
tation to any executive who desires to pro- 
duce a favorable income account to ignore 
or forget items of charge which, though not 
yet definitely ascertained, are likely to 
arise in respect of the operations of the 
year with which he is concerned. If he can 
improve his current income account only 
at the expense of the income amount of a 
future year, he is much less likely to yield 
to the temptation.””® 

Paid inCapital vs. Earned Surplus.—The 
division of total proprietorship into capital 
and income is not advocated in the Tenta- 
tive Statement, though the document in 


which would tend to distort current year’s net results 
os be carried to earned surplus.” Stempf, Victor 

., ‘A Critique of the Tentative Statement o Account- 
Principles,” 13 AccounTinc Review (1938), p 
61. 


8 Peloubet, M. E., 61 J. Accountancy (1936), p 
186. 
9 May, George, O., “Improvement in Financial Ac- 
counts,” 63 J. Accountancy (1937), p. 355. 
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places appears to approve of it. A general 
heading just preceding proposition 14 
reads ‘‘Capital and Surplus,” implying two 
codrdinate categories, not two subdivisions 
of a single category. On the other hand, the 
second interpretation is evident in the 
statement of proposition 14, which de- 
clares that “Two major divisions of the 
capital ... should be recognized; paid-in 
capital and earned surplus.”’ In proposition 
16 there is a return to the first concept 
when it is said that ‘‘The cost of reacquired 
shares... should be... regarded as... 
reduction of capital and surplus.” It is 
hoped that in its next draft, the document 
will consistently adhere to one or the other 
concept. The historical nature of the bal- 
ance sheet would be more clearly revealed, 
however, if the term capital was made to 
measure the investment paid in by share- 
holders, the rest of proprietorship being a 
cumulative amount representing undivid- 
ed income to date. 

How shall charges or credits be differ- 
entiated between those applicable to paid- 
in capital and those applicable to earned 
surplus? The position of the Tentative 
Statement as expressed in propositions 8, 
12, 14, 15, 16, 17, and 18, in summary, is as 
follows: 

The credits to paid in capital arise from 
the proceeds of issuing capital shares. The 
debits to paid-in capital are occasioned by 
retirement or redemption of the issued 
shares. This would hold regardless of 
whether the retired or redeemed shares are 
“theld alive” and hence are subsequently 
reissuable or whether they are promptly 
cancelled. Reacquisition of issued shares is 
interpreted as equivalent to retirement, 
whether or not the formality of cancelling 
the shares takes place. Stated in other 
words, the debits to paid-in capital arise 
from the return of the investment paid in 
by stockholders. The fact that the return 
is not made to the stockholders who origi- 
nally paid in the investment is but an in- 


cidental feature of the transferability of 
shares. All other surplus charges and cred- 
its constitute charges or credits to earned 
surplus.’® None of the commentators on 
the Tentative Statement criticized the fore- 
going distinction, except for some passages 
dealing with transactions in treasury stock, 
and failure to treat paid-in surplus as a 
separate category of proprietorship, to 
which we now turn. 


TRANSACTIONS IN TREASURY STOCK 


The Tentative Statement recommends 
that the paid in capital of a corporation 
should be reduced by the amount paid out 
in connection with a retirement of issued 
shares. Then, if all or a portion of the re- 
tired shares are later reissued, the proceeds 
from the reissue become the new paid-in 
capital on these shares. It is further ad- 
vocated that where the “‘cost’’ of shares 
retired exceeds the amount paid in on these 
shares, the excess should be charged to 
earned surplus. The charge of this excess 
to earned surplus is explained on the 
ground that it constitutes a distribution of 
income, a special dividend to certain stock- 
holders. This interpretation would be more 
convincing, in the opinion of the present 
reviewer, if in the next revision the word 
“gain” in proposition 15, and the word 
“cost” in proposition 16, were substituted 
with terms that avoid the connotation of a 
loss or gain from transactions in treasury 
stock. The charge to earned surpius for the 
excess of amount paid to retire the shares 
over the amount originally received upon 
issuance is, however, opposed in a recent 
recommendation of the Committee on Ac- 
counting Procedure, American Institute of 
Accountants. This committee advocates 
the charge to paid in capital for the entire 


10 This may appear to ignore charges and credits to 
appraisal surplus. However, the Tentative Statement 
makes no allowance for this type of surplus by its express 
disapproval of asset write-ups or write-downs from cost 
of acquisition in order to give affect to changing replace- 
ment or reproduction cost. See proposition 7. 


amount paid out for the retirement of is- 
sued shares." 

Some accountants have opposed the in- 
terpretation that treasury stock brings 
about a virtual retirement of the shares in 
question, and, on the positive side, assert 
that treasury stock represents an asset. 
The argument is typically worded as fol- 
lows: ‘Where, as in the case in most states, 
the acquisition of treasury stock does not 
and cannot of itself involve a reduction of 
capital, .. . treasury stock is a capital as- 
set in the hands of the corporation upon 
the sale of which gain or loss should be 
recognized as in the case of any other cap- 
ital asset.” 

It should be noted that the writer quoted 
uses the term “capital” in the legal sense 
of “stated capital.”” Even on legal grounds, 
however, the position taken is of doubtful 
merit, for the principles of law are them- 
selves in conflict. Legally, a corporation 
can no more become its own stockholder 
than an individual can be his own debtor 
or creditor. A corporation in possession of 
some of its issued shares cannot legally 
have an interest in any of the rights at- 
tached to stock ownership, namely, right 
to dividends, right to vote, and right to as- 
sets at time of dissolution. 


STATUS OF PAID-IN SURPLUS 


The Tentative Statement, charges one 
critic, ‘makes no mention of the term ‘cap- 
ital surplus’,” and appears to recommend 
“the total abolition of this account.”” 
Such implied merging of stated capital and 
paid in or capital surplus is strongly ob- 
jected by this critic but the reason ex- 
pressed seems to rest merely on the ground 
that paid in surplus is now required to be 
set out as a separate item in the balance 


4 See, 65 J. Accountancy (1938), p. 417. 

2 Montgomery, Robert, H., “‘ in Treasury 
Stock,” 65 J. rao | (1938), p. 474. 

us Sanders, Thomas, H., ‘‘Comments on the Tenta- 
tive Statement of Accounting Principles,” 12 Account- 
ING Review (1937), p. 78. 
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sheet according to S. E. C. and other offi- 
cial instructions. It is doubted if the elimi- 
nation of paid-in or capital surplus as a 
separate category was contemplated by 
the drafters of the document. As stated in 
proposition 14, subdivisions of paid-in cap- 
ital ‘should appear as may be appropri- 
ate.” In other words, paid in surplus 
should be considered as a component ele- 
ment of paid in capital, which is the major 
classification. In its next revision, the doc- 
ument might of course, be somewhat more 
explicit on the matter. All that the docu- 
ment expresses in this connection is that 
legal permission to differentiate between 
stated capital and paid in surplus should 
not obscure the fundamental likeness of 
these two phases of proprietorship. The dis- 
tinction made possible under the statutes 
need never be allowed to supersede the 
fundamental resemblance of stated capital 
and paid in surplus. 

Another commentator asks: Are there no 
conditions when it would be justified to 
charge preferred-stock dividends against 
paid in surplus . . . especially where they 
are cumulative?” The conditions referred 
to are not explained, but presumably they 
would include a condition of unsuccessful 
operations which has resulted in a debit 
balance in the Earned Surplus account. 
The charge under consideration, together 
with whether or not the deficit itself should 
be classified as an impairment of paid-in 
capital which need not be made up subse- 
quently, are matters for the common stock 
holders to decide. Where their specific ap- 
proval of such charges is obtained, nothing 
remains except to carry out the mandate. 
This question is discussed further in the 
section immediately following. 

Continuity vs. a “Fresh” Start.—Proposi- 
tion 19 allows for a downward restatement 
of paid-in capital in order to absorb a defi- 

™ Husband, George R., “‘Accounting Postulates: An 


Analysis of the Tentative Statement of Accounting 
Prinaples, 12 AccountinG Review (1937), p. 400. 
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cit, where this is done by “proper cor- 
porate action.” The criteria of “proper cor- 
porate action” is not, however, stated. 
The comments following may suggest how 
the next draft of the document can amplify 
proposition 19 and hence make it more defi- 
nite. 

Failures and near-failures of individual 
business concerns must be expected to con- 
tinue as long as our economy is charac- 
terized by private property and competi- 
tive and free enterprise. The rate of these 
occurrences varies with changing general 
business conditions, but the phenomenon 
must be accepted as a continuing feature of 
our system of economy. Evidence of failure 
or near-failure can of course take various 
forms, but one recognizable sign is loss of 
paid-in capital, especially where the loss or 
impairment is so substantial as to preclude 
any restoration within the reasonably cal- 
culable future. A concern in this condition 
may reorganize, and make a “fresh” start 
with a smaller paid-in capital. Where the 
reorganization is of the voluntary type, it 
is the corporation’s responsibility to ob- 
tain the approval of its shareholders and to 
make full disclosure of the adjustments. 
The shareholders through their consent to 
the adjustments may choose to treat the 
amount by which their paid-in capital is 
impaired as a loss of capital which need not 
be made up in subsequent years, thereby 
authorizing the corporation to begin anew 
the accumulation of income. 

The reorganization of a concern will ne- 
cessitate a break in the continuity of its ac- 
counts. For our economy as a whole, cases 
of such a breach in accounts will always 
present themselves, and they must there- 
fore be regarded as unavoidable. An enter- 
prise is a human institution, founded and 
operated by human beings. The corporate 
entity as a legal person with practically 
perpetual life is but a fiction from the 
standpoint of economic survival. Business 
adversities can befall an enterprise and 
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force it either to commit economic suicide 
or revise its structure drastically enough to 
permit it to survive. The adjustments 
which enable survival practically mean that 
the concern’s accounts are placed on the 
same basis as those of a new enterprise. 

But the break in the continuity of ac- 
counts does not also require a break in the 
continuity of historical reporting. “It is 
one thing to let the dead past bury its 
dead; it is another thing to bury not only 
the corpse but the gravestone as well.” 
Disclosure of reorganization adjustments, 
in other words, should continue in all sub- 
sequent balance sheets. It is denied that 
this is tantamount to saying that a corpo- 
ration must be faced to its very end with 
its past misdeeds and failures.’ What is 
recommended, however, is that a balance 
sheet should furnish an historical report of 
the stewardship of shareholders’ money en- 
trusted to the management of a corpora- 
tion. This goes on the principle that ac- 
countability for shareholders’ investment 
never disappears, and that it is as perma- 
nent as the enterprise itself. In the vein of 
the figurative language already used, what 
is desired is a device whereby the grave- 
stone remains permanently and continu- 
ously above ground while the corpse re- 
mains peacefully below. 

A suggested method for continuous re- 
porting of reorganization adjustments in 
balance sheets subsequent to a reorganiza- 
tion follows. The illustration can easily be 
adapted to concrete situations. Where the 
showing of the adjustments of paid-in cap- 
ital in the balance sheet proper would 
make the presentation too bulky, the par- 
ticulars may be presented in the form of a 
supplementary schedule to the balance 
sheet. 

“When” are Income Charges and Credits 

4% Cole, William, Morse, ‘‘Our Outdated Account- 
ing,” 11 Harvard Business Review (1933), p. 482. 

16 Cf. Kester, R. B., “Comment on the Paton-Little- 


ton monograph, ‘Corporate Accounting Standards,’ ” 
69 J. Accountancy (1940), p. 445. 
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Allocated to 
Common capital 
shares having Paid-in Total 
par value of Surplus 
$10 per share 
Initial issuance of capital shares in 19—......... $2,530,000 $5,530,000 $ 8,060,000 
Subsequent issuance of capital shares in 19—..... 1,000,000 2,000,000 3,000 ,000 
$3 , 530,000 $7 , 530,000 $11,060,000 
Deduct adjustments approved by shareholders: 
Write-down of assets (date).................. —_ $3,000 ,000 $ 3,000,000 
Reduction in stated value of issued shares from 
$10 per share to $5 (date).................. $1,765 ,000 1,765,000 — 
Elimination of deficit (date).................. — 5,243,000 5,243 ,000 
$1,765,000 $6,478 ,000 $ 8,243,000 


Realized?—The Tentative Statement has 
treated this problem inferentially rather 
than directly, and it is hoped that in the 
proposed revision the subject will receive 
more direct attention. 

As to income credits, it is the opinion of 
one critic that the part of proposition 8 
which reads “all revenues properly given 
accounting recognition”’ is too vague, and 
only partially clarified by the words in 
proposition 10 which read as follows: “the 
income statement should disclose the gross 
revenues from sales made and services 
rendered.” If the sales test is alone the ba- 
sis of income recognition, this observer 
continues, then this test is too narrow for it 
leaves out a number of situations where in- 
come is earned “when acts of production 
have been performed but where, technical- 
ly, sales have not been made . . . as in gold 
mining, certain long-term contracts, the de- 
velopment of forestry reserves, etc.” 
Again, the words “all revenues properly 
given accounting recognition” may, ac- 


cording to the same critic, “‘include within 
their scope the recognition of appreciation 
as income. There is no statement in the 
Tentative Statement to the contrary.” 
The remarks appended to propositions 8 
to 13 have been another source for criti- 
cism. The position taken there is that re- 
serves for contingencies of the future 
should be created from earned surplus and 
treated as earmarked earned surplus. 
When the contingency materializes, it is 
suggested that the reservation be cancelled 
and the amount restored to earned sur- 
plus, and such loss as is incurred be treated 
as an income charge in the current year’s 
income statement. One dissenter has ex- 
pressed his reaction by saying: “It is not 
clear in what sense the word ‘incurred’ is 
used. It would, perhaps, be correct to say 
that many losses not ascertained until the 


17 Husband, George R., ‘‘Accounting Postulates: An 
Analysis of the Tentative Statement of Accounting 
ciples,” 12 AccouNTING REvriEw (1937), pp. 393- 
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1930’s were incurred... by foolish ex- 
penditures or commitments in the 1920’s 
... also, the damages for patent infringe- 
ment are incurred when the infringement 
takes place, though they may not be deter- 
mined until years later ... also,... 
would self-insurers be denied the right to 
charge quasi-premiums to operations and 
credit them to a reserve to which losses, 
when incurred, would be charged ... ?””8 

The first two situations described in the 
preceding paragraph raises the question of 
direct charges or credits to earned surplus 
versus charges or credits to current income 
which has already been discussed. The 
question raised in the third situation re- 
quires a negative answer, provided the re- 
serve was being built up in a systematic 
manner, where the periodic additions were 
calculated on the basis of a careful analysis 
of the hazards for which provision was be- 
ing made. If such accuracy is practically 
unattainable, the reserve should be built 
up by charges to earned surplus, When a 
loss occurs, it should be treated as a charge 
against current income. Whether the re- 
serve should in whole or in part be returned 
to earned surplus would depend upon com- 
pany policy. 

Turning to inventories, it will be found 
that a basis other than cost is disapproved 
in the Tentative Statement with these 
words of proposition 7: “If values other 
than unamortized costs are to be quoted, 
they should be expressed in financial state- 
ments only. . . . (collaterally).” This view 
has met the criticism that in its application 
to inventories it may result in a “‘distor- 
tion” of the income of a period. The argu- 
ment as it is typically stated will be de- 
scribed briefly 

Assume that a concern starts a given 
year with an inventory of 60,000 units at 


18 May, George, O., “Uniformity in Accounting,” 17 
Harvard Business Review (1938), p. 6. 

19 See, Arthur, Henry B., “‘Something Business Can 
Do About —— 67 J. Accountancy (1939), be- 
ginning at p. /, 


the then cost of $1 per unit. At the end of 
the given year, the inventory consists of 
60,000 units, but they now represent an ag- 
gregate cost of $66,000. The net income for 
the year amounts to $6,000. From these 
facts, it is held that: (a) the year’s net in- 
come provided $6,000 of additional funds, 
(b) these funds were used to replace the 
sold inventory because the cost of the stock 
replacing that sold was higher than the 
cost of the replaced stock (c) at year-end, 
the concern has no realized income, in the 
sense of equivalent cash or claim to cash, 
because the asset equivalent of this income 
is in the form of unsold stock, and (d) a re- 
verse change in market price may lead to 
the reporting of a loss that is just as much 
unrealized as the income in the opposite 
situation. Objectors to the cost basis of 
valuing inventories are not agreed among 
themselves as to a specific pricing basis 
which is superior to the cost basis. Several 
bases are, therefore, in use. These include 
the base-stock and the last-in, first-out 
bases, which in their application are said to 
eliminate substantially such “unrealized” 
gains or losses as may exist from fluctua- 
tions in the market value of inventories. 

The foregoing criticism is open to the 
reply that it seeks to identify income in 
terms of specific assets. This is impossible 
because assets cannot be segregated as to 
source. 

Overlooking this defect, the criticism is 
an illustration of the general dissatisfaction 
of certain accountants and others with the 
way in which the role of market fluctua- 
tions is formally ignored in income report- 
ing. The influence of general as well as spe- 
cific market price changes on the affairs 
of a concern is of course recognized by its 
management, but the measurement of this 
influence is characteristically left to ways 
and means outside the scheme of accounts. 
Accountants should concede the funda- 
mental soundness of the criticism. Their de- 
fense for the formal disregard of the prob- 
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lem may perhaps be no more than to say 
that generally, it is attributable to (a) lack 
of satisfactory price-correcting technique, 
(b) doubt as to the representativeness of 
price indexes (general or specific) for the 
purposes of a particular concern at a par- 
ticular time, and (c) the realization that 
some factors bearing on the status of an en- 
terprise need not be taken up in the scheme 
of accounts where, as here, the problem re- 
quires a high degree of estimation, involv- 
ing “judgment and interpretation.” 

Brevity vs. Disclosure-——The Tentative 
Statement might well, in the next revision, 
give greater attention to the problem of 
disclosure. Propositions 10 and 11 refer to 
the necessity of “‘reasonable’’ detailing of 
items, but as these suggestions now stand 
they seem to stress arrangement and group- 
ing of the data, which, though pertinent to 
the problem of adequacy of presentation, 
still leave to be covered general standards 
of disclosure. 

High standards of disclosure hold the 
key to improvement in the reporting of in- 
come. An important requisite is itemiza- 
tion of significant data. Income reporting 
as it is generally practiced to-day in con- 
nection with annual reports to security- 
holders is featured by insufficient itemiza- 
tion. The amounts for sales and cost of 
sales, for example, are rarely broken down 
to disclose the diverse operations making 
up the total. A single amount for selling, 
general, and administrative expense is also 
typical. Another important requisite is ex- 
planatory information regarding an item in 
addition to its title and amount. Such ex- 
planatory data would seem to be necessary 
in all cases where its omission would make 
the presentation misleading. Three situa- 
tions falling within this requirement in- 
volve items the treatment of which (a) 
find legitimate differences of opinion, (b) is 
not in accord with generally accepted prin- 
ciples, and (c) represents a departure from 
the practice of the company in prior years, 
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Clarity of Presentation.—Propositions 9, 
10, and 11, as they are now worded, vacil- 
late between two concepts of the terms 
“operating” and “non-operating.” It is one 
thing to say, as in proposition 9, that the 
income statement be divided into two 
parts, in the first of which would belong 
items pertaining to current year’s opera- 
tions, and, in the second, items applicable 
to prior years. It is another thing, how- 
ever, to convey the impression, as the 
wording of propositions 10 and 11 now in- 
dicate, that the second section deals with 
non-operating data. 

One critic appears to approve the Ten- 
tative Statement’s proposal for dividing 
the income statement into two parts, op- 
erating and non-operating, but raises ob- 
jections as to the basis used in the Tenta- 
tive Statement for classifying items as op- 
erating or non-operating. The distinction 
which is adopted there, namely, whether an 
item is of a “normally recurring nature’’ is 
rejected in favor of whether an item at- 
taches to the main operations of the con- 
cern. “Does not the term ‘operating’,” asks 
this critic, “refer to the specific utilities 
which the owners conceive it to be their 
function to perform in contra-distinction 
to the phases which accompany operations 
more or less in the nature of a side issue?’””” 

The reducing-balance form of income 
statement might well be reconsidered by 
the drafters of the next revision of the 
Tentative Statement, with the thought of 
recommending, in its place, the two-sided 
account form in which one side is reserved 
for income credits and the other for income 
debits. Troublesome questions of labeling 
intermediate balances, so characteristic of 
the reducing-balance form, would be ab- 
sent by the adoption of the two-sided ac- 

count form. Such an arrangement does not 
of itself remove the highly desirable task of 
subdividing and grouping of items on each 


% Husband, George R., op. cit., p. 395. 
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side. The greatest service to readers of the 
income statement may still be rendered by 
classifying the income debits into inform- 
ative groups, such as principal operating 
costs and expenses, minor operating costs 
and expenses, and non-recurring costs, ex- 
penses, or losses; and the income credits 
into principal operating income, minor op- 
erating income, and non-recurring income 
or gain. 

““Condition”’ vs. “Period” Statements.— 
Accounting statements cover data either 
for a point of time or for a period of time. 
The interdependence of these statements is 
not sufficiently stressed in the present 
draft of the Tentative Statement. The re- 
marks following may indicate the basis for 
formulating a reference to this important 
matter. 

It is said that a “period” statement con- 
nects a past condition with that of the 
present. It is equally true, however, to say 
that a given “condition” statement con- 
nects the changes of two successive peri- 
ods. The latter way of saying the same 
thing stresses a fact easy to overlook: a 
balance sheet affects subsequent income 
statements just as much as an income 
statement affects subsequent balance 
sheets. Each type of statement is as much 
a dependent statement as the other; the 
linking function is a mutual function. An 
income statement links the balance sheets 
as of the beginning and end of a period; a 
balance sheet links the income statement 
of one period with that of the next. 

As a statement of changes occurring over 
a period of time the annual income state- 
ment is but a partial report. The changes 
which take place affect all members of the 
accounting equation, namely, assets, lia- 
bilities, and proprietorship. The income 
statement confines itself, however, only to 
changes in the proprietorship element. It 
does not even report all of the possible 
changes in this element, such as increase or 
decrease in capital, and decrease in earned 


surplus caused by declaration of dividends. 
The income statement cannot, therefore, 
serve as an adequate furnisher of informa- 
tion on all of the factors of change which 
have been operative during a period. The 
comparative balance sheet, but especially 
a “statement of changes in financial con- 
dition,” would be a valuable addition to 
the set of statements presented in annual 
corporate reports. If this special statement 
is refined to the degree necessary to repre- 
sent it as a statement of funds provided 
and applied, the result would be a very use- 
ful type of “period” report. Such a state- 
ment should be added to the list of sug- 
gestions in the next draft of the Tentative 
Statement. 

Historical Character of a Single Year's 
Income Report.—This section brings us 
back to the subject with which the present 
paper opened its discussion: the historical 
and interim nature of the annual income 
statement. 

Proposition 13 advocates a restatement 
of annual income for each of a series of 
years where hindsight indicates that the 
annual reports of those years now appear 
to be substantially in error. It is not be- 
lieved that it is the corporation’s responsi- 
bility to submit a revised income statement 
for each of a number of prior years, es- 
pecially where ample disclosure is made in 
each year’s report. Such an effort is, of 
course, justified in the case of income data 
designed for inclusion in a prospectus of a 
new security issue. 

A number of other ways for indicating 
the historical nature of the income state- 
ment, and particularly the limited sig- 
nificance of the income report of a single 
year, do, however, suggest themselves. 
First, a cumulative statement, dating from 
inception of the enterprise or from its last 
reorganization, might be more generally 
adopted as a companion report to the state- 
ment for the current year. A variation of 
the same idea is represented in a compara- 
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tive statement covering several years’ 
data, with a total column for summating all 
of the years included in the presentation. 
Reports of the type mentioned will assist 
the interested person in noting the pres- 
ence or absence of sustained profitable per- 
formance over a term of years, which is 
what matters to an investor who is con- 
fronted with the decision of whether to 
hold, buy or sell a concern’s securities. An- 
other aid to placing a single year’s income 
statement in its proper historical setting 
can be found in the so-called integration of 
the statements of income and earned sur- 


plus. This type of report commends itself 
readily provided it is not used to condone 
the shifting of some income charges and 
credits from one section to the other. 
Where the combined statement will stand 
for no more than as a forceful reminder 
that a single year’s statement of income 
connects the past with the present, and is 
but one chapter of the many written and to 
be written, its merit is unquestioned. A 
suggested form of such an integrated state- 
ment is shown below. Detailed itemization 
is avoided in this hypothetical case in order 
to save space. 


STATEMENT OF INCOME AND EARNED SURPLUS, 19— 
INCOME SUMMARY 


Income Charges: 


15 
General and administrative expense. .. 5 
Other operating expenses or losses..... 1 
Nonrecurring expenses or losses....... 10 

$131 
Balance to earned surplus............ 13 

$144 


Income Credits: 


Other operating income or gain....... 4 
Nonrecurring income or gain......... 2 

$144 


EARNED SURPLUS SUMMARY 


Balance—brought down........... 472 
$483 


Balance—Beginning of year............ $470 
Net addition per income summary...... 13 

$483 
Balance—end of $472 
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REVISING THE “TENTATIVE 


STATEMENT” 


R. K. Mautz 


counting Principles was published in 

1936, a considerable critical and ex- 
planatory literature has developed on the 
general subject. No doubt the time will 
come when this discussion will inspire a re- 
examination and perhaps a revision of the 
original statement. With this in mind, it 
may be helpful to have the essential points 
of criticism summarized in relation to the 
specific propositions of the statement to 
which they refer. This the present article 
attempts to do. The list of propositions ap- 
pended at the end is offered merely as one 
person’s view of how the original state- 
ment might appear if modified in accord- 
ance with these several criticisms and dis- 
cussions. 

Several general conclusions may be 
drawn from an examination of the pub- 
lished criticisms of the Tentative State- 
ment. First, several of the propositions are 
considered by the critics as being applica- 
tions of principles rather than principles in 
themselves. Second, the critics seem to of- 
fer no objection to the inclusion of what 
are essentially definitions and rules. Third, 
the implication is made that the Statement 
would have been better constructed, not as 
a series of equally important propositions, 
but as principles and corollaries. Fourth, 
some of the propositions, although chal- 
lenged, are left in rather an uncertain state 
because the critics disagree as to whether 
there is sufficient reason to reject them. 
Fifth, the wording in many cases has been 
described as vague, ambiguous, and in- 
consistent. Finally, proposals are made for 
new and additional principles not included 
in the Tentative Statement. 

The propositions in the original state- 


Sc the Tentative Statement of Ac- 


ment will be examined in the light of these 
various types of criticism and modified ac- 
cordingly. It is proposed to eliminate, mod- 
ify, reword, and add to the Tentative 
Statement in accordance with these pub- 
lished criticisms until “‘a revision of the 
Tentative Statement based on contem- 
porary opinion” is finally worked out. 

1. The accountant’s valuation of physical 
assets at any given point of time involves the 
determination of what part of original cost should 
be written off to reflect consumed, expired, or lost 
usefulness, and what part should be carried for- 


ward as reasonably applicable to future opera- 
tions. 


The principal criticism directed at Prop- 
osition 1, is that of wording. Prof. Scott ob- 
jects to the emphasis placed upon historical 
cost as restricting the effective develop- 
ment of the control function of account- 
ing. But this, as he makes clear, is an 
objection to the viewpoint of the entire 
Tentative Statement rather than to this 
specific proposition alone. Mr. Stempf ob- 
jects to the use of the word “‘valuation” 
and to the wording of the latter part of the 
proposition. In dealing with matters of 
consumed, expired, or lost usefulness, and 
costs to be carried forward to future op- 
erations, he says ‘‘you get into the appli- 
cation of the principle rather than a state- 
ment of the principle itself.” Mr. Stempf 
does not completely restate the principle 
but he does indicate that he would reword 
it to the effect that fixed assets be stated at 
cost less accrued depreciation, depletion 
and/or amortization. 


1DR Scott, “The Tentative Statement of Prin- 
ciples,” AccouNTING REviEw, September 1934, p. 298. 
2 Victor H. Stempf, ‘“‘A Critique of the Tentative 
Statement of Accounting Principles,”” AccoUNTING RE- 
view, March 1938, p. 57. 
3 Ibid., p. 57. 
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Probably the best restatement of this 

idea is provided by Prof. Greer who ex- 
presses it this way: 
Assets acquired through the outlay of cash or its 
equivalent should be carried in the accounts at 
cost, less whatever allowance is necessary to re- 
flect accrued depletion, depreciation,obsolescence, 
or other loss of useful or recoverable value. Liabil- 
ities and capital obligations representing the 
receipt of cash should be carried in the accounts 
at the net proceeds, plus whatever allowance is 
necessary to reflect accrued interest payable at 
maturity.‘ 


Prof. Greer’s phrasing is more inclusive 
than Proposition 1, but the thought added 
in the second sentence is closely related 
material implied by other of the original 
propositions, particularly No. 6. 

2. Where a substantial change in beneficial 
ownership has occurred, cost is measured by cash 


outlay or by the fair market value of property 
acquired in exchange for securities. 


This proposition should be relegated to 
the position of a corollary or secondary 
statement in explanation of Proposition 
15 It is an attempt at a definition of cost. 
Additional objections are raised to this 
item on the grounds that it is vague® and 
open to many exceptions. Mr. Stempf ques- 
tions how there can be any except a com- 
plete change in ownership when dealing 
with the assets of a single corporation.’ Mr. 
Rorem thinks the statement should be ex- 
panded to deal with minor reorganizations 
and the justification of a revaluation for 
such cases.® 

From the nature of these criticisms one 
gathers the impression that what is de- 
sired is an expansion of the definition of 


‘H.C. Greer, ‘‘What are Accepted Principles of Ac- 
counting?,” AccounTING REviEw, March 1938, p. 30. 
° George R. Husband, “‘Accounting Postulates: An 
Analysis of the Tentative Statement of Accounting 
Accountinc Review, December 1937, p. 


* DR Scott, op. cit., p. 298. 

’ Victor H. Stempf, op. cit., p. 57. 

*C. Rufus Rorem, ‘“‘Accounting Theory: A Critique 
of the Tentative Statement of Accounting Principles,” 
AccounTING REviEw, June 1937, p. 133. 


cost to take into account the unusual situa- 
tions with which the accountant is faced. 
Although no single specific statement of 
this sort is available, the following selec- 
tions tend to show what seems to be de- 
sired by the critics. 


(a) Broadly defined, cost is the amount of 
bargained price of goods or services re- 
ceived or of securities issued in trans- 
actions between independent parties.® 

(b) If property other than cash is the consi- 
deration in a transaction, the ideal measure 
of the actual cash cost is the amount of 
money which would have been realized if 
such property had first been directly con- 
verted into cash.!? 

(c) At times, resources are discovered or de- 
veloped which have an immediate eco- 
nomic significance far in excess of the out- 
lay for their acquisition. ...In extreme 
situations of this type it may be necessary 
to establish formally a new point of de- 
parture on the basis of implied cash cost— 
the amount of money which would un- 
questionably be necessary to acquire the 
resource in its established commercial 
status—in lieu of an actual bargained 
price.4 

(d) Costs are overstated unless discounts and 
other allowances are deducted.” 


These statements probably do not re- 
flect all the possibilities. Yet they do indi- 
cate the solution to a good many of the 
problems arising under the determination 
of cost. They were not suggested for the 
status of independent principles, but as 
corollaries or explanatory material under 
Proposition 1. 


3. Recognition invariably should be given to 
depreciation, depletion, and all other diminutions 
or expirations of cost, even when the amounts 
thereof are not subject to precise measurement 
and must be estimated. Estimations of costs ap- 
plicable to future periods must be based upon 
business judgments, seasoned experience, and 
expert opinion, rather than rigid formula. In each 


® Paton, W. A. and Littleton, A. C., An Introduction 
to + Accounting Standards, p. 24. 

10 Tbid., p. 27. 

1 Tbid., p. 28. 
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enterprise and each industry reasonably consist- 
ent practices should be developed for determining 
the portion of a past cost that properly may be 
carried forward to future periods. 


If Proposition 1 is restated along the 
lines indicated, Proposition 3 becomes al- 
most unnecessary. In addition there are 
the objections that its wording is not 
clear,” that the last sentence is not flexible 
enough for a principle,“ and that it “would 
presumably appear to better advantage if 
stated as a corollary to Proposition 1.’ 

4. Costs charged off in accordance with these 
principles should not be reinstated as assets sub- 
ject to reamortization, except as required correc- 


tions are reflected in revised income statements 
for each period affected. 


Prof. Lorig finds it unduly restrictive 
and ‘“‘absolutely impossible in most cases 
where statements are published.’ Prof. 
Scott makes the comment that such a pro- 
cedure might require considerable effort 
and a large burden of work without 
amounting to much of an adjustment in 
any specific period.’ These objections 
tend to place this proposition in rather a 
doubtful status. Yet there is a point in- 
volved here which the Tentative State- 
ment stresses throughout—namely, that 
adjustments of past income computations 
must be brought to light. It seems that the 
objections to the specific procedure ad- 
vocated in this principle can be eliminated 
and at the same time the thought of the 
original statement be preserved by substi- 
tuting for it the following proposition : 

The record of past reported earnings is not 
complete if corrections based upon subsequent 
facts are made only to assets and balance sheet 
surplus.'® 

5. The application of these principles should 


be broad enough to cover amortization of fixed 
assets through allowances for depreciation, de- 


8 Victor H. Stempf, op. cit., p. 58. 
4 Tbid., p. 58. 
% George R. Husband, op. cit., p. 389. 
%6 Arthur N. Lorig, AccouNTING REvIEw, December, 
1937, p. 402. 
17 DR Scott, op., p. 300. 
18 Paton and Littleton, op. cit., p. 97. 


pletion, and obsolescence, and reductions of 
inventory and investment costs to amounts allo- 
cable to succeeding periods. 


Proposition 5 is said to ‘‘add little to 
previous postulates.’”® Prof. Husband 
holds that it implicitly permits the use of 
“cost or market whichever is lower,” a 
procedure which he views as “inconsistent 
with the ownership procedure of present- 
ing historical cost,’’®® so much emphasized 
in the other propositions. To Mr. Stempf, 
this proposition implies that fixed and cur- 
rent assets should be accorded the same 
treatment. As this will eliminate the “‘cost 
or market” procedure, he considers it 
faulty.” 

Even if this proposition were eliminated, 
the point has thus been raised that the 
proper treatment of current assets should 
be definitely expressed somewhere in the 
list of principles. This is corroborated else- 
where by the demand that the Tentative 
Statement make clear its position on the 
cost or market rule.?* Such a criticism 
could be met by the inclusion of the fol- 
lowing statement: 

The rule of “cost or market” should be replaced 
by the practice of reporting losses of current 
assets in the income statement only when realized, 
and reporting current assets in the balance sheet 
with a parenthetic showing of the amount of the 


estimated difference between cost and current 
value if the amount is not substantial.” 


The view adopted here is in accord with 
the adherence to cost which runs through- 
out the Tentative Statement. 


6. The excess of the gross amount of an obli- 
gation over the net proceeds received therefrom 
represents interest payable at maturity, and on 
a balance sheet the unaccrued portion of such 
interest should appear as a reduction of the face 
value of the indebtedness. 


The critics definitely stamp this propo- 


19 George R. Husband, op. cit., p. 390. 

20 Tbid., p. 390. 

2 Victor H. Stempf, op. cit., pp. 58 and 59. 
* George R. Husband, op. cit., p. 396. 

*% Paton and Littleton, op. cit., p. 118. 
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sition as a mere application of detail, or at 
best a statement much too narrow to be 
rated a principle.“ Furthermore, if the 
wording suggested by Mr. Greer is substi- 
tuted for Proposition 1, the point is cov- 
ered quite adequately. 

7. If values other than unamortized costs are 
to be quoted they should be expressed in financial 
statements only as collateral notations for infor- 
mative purposes. 


Two of the critics, Mr. Stempf and Prof. 
Scott, consider this to be not a principle at 
all but either an application of a principle*® 
or an amplification of Proposition 1.76 Since 
Proposition 1 takes a positive stand for ac- 
counting on a cost basis, it seems scarcely 
necessary to have another statement ex- 
press the same thought with a negative 
stand toward value. 

Prof. Husband feels that if accountants 
are to present all that they should in the 
way of adequate information, the presenta- 
tion of value should be stated as compul- 
sory.2” But this procedure, however com- 
mendable it may be, has scarcely enough 
general support to warrant its inclusion as 
a principle or corollary. 

8. The income statement for any given period 
should reflect all revenues properly given ac- 
counting recognition and all costs written off 
during the period, regardless of whether or not 
they are the results of operations in that period: 
to the end that for any period of years in the his- 
tory of the enterprise the assembled income state- 
ments will express completely all gains and losses. 


Some of the stormiest discussion has 
raged around this proposition. It has been 
criticized for faulty reasoning,”* for having 
indefinite wording,”* and as being an “‘ideal- 
istic rule for the application of a princi- 
ple’’** rather than a principle. 


“ DR Scott, op. cit., p. 298. 

% Victor, H. Stempf, “ns cit., p. 58. 

*DR Scott, op. cit., p. 29% 

7 George R. Husband, op. ‘cit., p. 392. 

T. H. Sanders, “Comments on the Statement of 
Accountin Principles,” AccouNnTING REviEw, March 
1937, pp. 76-79. 

* George R. Husband, op. cit., p. 393. 

Victor H. Stempf, of. cié., p. 59. 


The criticisms as to the reasoning can 
scarcely be supported. As much has been 
said in favor of the combined reporting of 
all gain and loss items as has been said 
against it. It is well nigh impossible to 
reach a definite conclusion as to the con- 
census on this matter. For a revision of the 
type that is being attempted in this paper 
it appears that the best procedure here will 
be to effect a compromise, that is, to find 
for the principle as originally set out a sub- 
stitute which will not forsake the stand 
taken by the Committee drafting the 
Statement and yet will go a good deal 
further in recognizing the important dis- 
tinction between ordinary current income 
and extraordinary, non-recurring items. 

Again we are indebted to Mr. Greer fora 
suitable phrasing. 

All gains and losses of whatever nature, except 
those arising from transactions in the company’s 
own capital stock, should be reflected in the prof- 
it and loss account, either for the year in which 
they occur (if ascertainable) or for the year in 
which they first are recognized as having occurred. 
Adequate distinction should be made between 
current income and extraordinary nonrecurring 
profit and loss items not related to current in- 
come.*! 


This statement appears to give due consid- 
eration to the points of view expressed by 
those writing in favor of as well as in criti- 
cism of the propositions contained in the 
Tentative Statement. 


9. The income statement for any given period 
should, where necessary, be divided into two 
sections, one showing particulars of operations 
for the period, measured as accurately as may be 
at the time, and the other showing realized capi- 
tal gains and losses and extraordinary credits 
and charges resulting from income realization 
and cost amortization not connected with the 
operations of that period. 

10. The operations section of the income state- 
ment should disclose the gross revenues from 
sales and services rendered; the elements of oper- 
ating cost and expense incurred, including the 
amount of depreciation and other amortization 


31H. C. Greer, op. cit., p. 30. 
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of assets applicable; the amount of interest in- 
curred on borrowed money, including debt dis- 
count and expense properly amortized during the 
year; income and profits taxes accrued; and all 
other increases or decreases in the equity of stock- 
holders resulting from transactions of the period 
which are of normally recurring nature. 

11. The operations section of the income 
statement should be followed by an appropriate 
listing in reasonable detail of capital gains and 
losses, extraordinary charges and credits to in- 
come, including substantial adjustments appli- 
cable to but not recognized in prior years, 
extraordinary gains, losses and amortizations, 
gain or loss from the discharge of liabilities at 
less or more than their recorded amount, and 
other comparable items. 


In general, the same criticism has been 
directed at all three Propositions 9, 10, and 
11; all are charged as being merely corol- 
lary to or explanatory of Proposition 8. 
Further criticisms point out that there are 
exceptions to the sales basis for revenue 
recognition expressed in No. 10* and Prof. 
Husband criticizes use of the term “real- 
ized” in Proposition 9 as indefinite. He 
suggests the substitution of “certain prac- 
tical rules for the recognition of income on 
the cost-sale basis.’** This suggestion, to- 
gether with Prof. Husband’s general dis- 
cussion of the principles having to do with 
income determination, indicates rather 
positively his feeling that the Tentative 
Statement leaves much to be desired in 
providing for the basis of income recogni- 
tion. He points out elsewhere that there 
are other possibilities for revenue recogni- 
tion than sale and evidently feels that 
statements indicating these possibilities 
should be included, if not as principles, at 
least as corollaries or explanatory material 
in much the same manner as the state- 
ments about cost were included in the re- 
vision of Proposition 2. As Prof. Husband 
himself lists no such statements, one is 


® Victor H. Stempf, op. cit., p. 61, and George R. 
Husband, oP. cit., p. 394. 
% George R. Husband, op. cit., p. 394. 
Ibid., p. 397. 


forced to fall back on other sources. The 
best statements of this type for the pur- 
pose here are found in Paton and Little. 
ton: 


(a) Revenue is the product of the enterprise 
measured by the amount of new assets 
received from customers.* 

(b) The volume of revenue measured by sales 
should be periodically adjusted to amount 
realizable by means of proper allowances 
for returns, uncollectibles, and “after- 
costs.’ 

(c) There are special conditions under which 
a variation from the sale standard is often 
considered acceptable because the revenue 
can be measured with some assurance ona 
production basis.*” 

(d) Appreciation in its various forms is not 
income.** 

(e) Cost savings represented by buying ona 
favorable basis are not income.*® 


Again it must be said that although 
these few statements do not exhaust the 
topic, they do serve to illustrate what 
some evidently believe should be a part of 
any revised statement. 

It should be noted that the compromise 
effected by the substitution of Mr. Greer’s 
statement for Proposition 8 also tends to 
eliminate numbers 9, 10, and 11 as no long- 
er necessary. 

12. The income account of a corporation 
should not include credits or charges resulting 
from profits or losses on transactions involving 
the issuance, purchase, or retirement of its own 
stock; from any adjustment of the capital ac- 


counts; or from divident payments or stock-divi- 
dend distributions. 


Proposition 12 has the distinction of be- 
ing the first in the series to receive a defi- 
nite expression of approval. There was no 
important criticism. 

13. When the income for any period or series 
of periods is found to have been inaccurately 


stated to such a degree that it is desirable com- 


% Paton and Littleton, op. cit., p. 46. 
Tbid., p. 46. 


37 Thid., p. 50. 

38 Thid., p. 46. 

3° Tbid., p. 47. 


pletely to recast the accounts, at least one pub- 
lished report after such revision should include a 
corrected income statement for each prior period 
for which adjustments have been made. 


Proposition 13 was found similar to No. 
4“ and like it probably should be omitted 
from the final list. The following statement 
in Mr. Stempf’s criticism indicates the 
general tenor of attitude toward the pro- 
cedure advocated and it must be admitted 
that little if any support for the specific 
procedure is to be found in the current lit- 
erature. Mr. Stempf writes: “I see so many 
practical objections to the theoretical rec- 
ommendations made in Item 13 that I find 
myself entirely out of sympathy with the 
suggestion that the ordinary annual re- 
port should be accompanied by restate- 
ments of prior years’ earnings affected by 
adjustments made within the current 
year.” 

14. Two major divisions of the capital of a 
corporation should be recognized: paid-in capital 


and earned surplus. Subdivisions of each section 
should appear as may be appropriate. 


No objections to No. 14 were found, so 
like Proposition 12, it may be permitted to 
take its position with those which have 
passed without criticism. 


15. Paid-in capital consists of amounts re- 
ceived for shares issued; capital stock, paid-in 
surplus, gains from the sale of reacquired shares 
and from the retirement of reacquired shares 
purchased at a discount, and transfers from 
earned surplus to capital-stock account by means 
of stock dividends, recapitalizations, or otherwise. 
Reductions of paid-in capital accounts may arise 
from the redemption of outstanding shares, re- 
tirement of reacquired shares, or liquidating divi- 
dends. 


The objections raised to this proposition 
leave one with the feeling that the wording 
of the proposition was not wholly accepta- 
ble, yet the critics did not provide sufficient 
basis for restatement or revision. The chief 


“ DR Scott, op. cit., p. 300. 
“ Victor H. Stempf, op. cit., p. 61. 
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objection ran along the line that the “term 
‘paid-in capital’ seems quite inappropriate 
to the composite described.” Prof. Hus- 
band considers it an attempt to define one 
of the major division of No. 14 rather than 
to state an independent proposition.“ Yet 
there is no suggestion that it be relegated 
to a subordinate position or be eliminated. 

16. The cost of reacquired shares of capital 
stock should, if the shares are reissuable, be re- 
garded as an unallocated reduction of capital and 
surplus rather than as an asset; if the shares are 
not reissuable, or if they acquire the status of 
unissued or retired shares, such cost should be 
charged to capital-stock account up to the amount 
by which capital has been formally reduced; any 
balance remaining should be charged to paid-in 
surplus up to an amount not in excess of the 
prorata portion of paid-in surplus applicable to 
the shares; any part of the cost which cannot be 
thus absorbed should be charged to earned sur- 
plus. 


Prof. Husband voiced the only impor- 
tant criticism of this proposition. To his 
mind, most corporations deal in their own 
treasury stock much as they deal in the 
stock of other corporations, i.e., for the 
purpose of making a profit. Hence he 
would treat gains and losses on treasury 
stock transactions just as he would any 
other gains or losses on securities.“ But 
without additional support, the argument 
can scarcely be viewed as sufficient to 
cause rejection of the proposition. 

17. Neither paid-in surplus nor surplus re- 
serves should be availed of for the absorption of 
losses. Charges for all cost amortization, losses 
recognized, and other asset values expired should 
be by way of the income account to earned sur- 
plus. 


According to Prof. Husband, “‘the logic 
of Postulate No. 17 is questionable.” He 
feels that reserves set up for specific losses 
will become, under this proposition, un- 
available for those losses and if the reserve 


@ Arthur N. Lorig, op. cit., p. 403. 
d, op. cit., p. 397. 
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is returned to surplus, then the loss is 
charged against it anyway and little is 
gained thereby. But when viewed in the 
light of the entire series of propositions, 
this one is found to be but another effort 
to reveal all losses in the operating state- 
ments rather than to permit any of them to 
be buried in a surplus reconciliation or hid- 
den in reserve accounts. 

18. Earned surplus should be credited or 
charged only with the following: the balance of 
the income account, as periodically reported; dis- 
tributions to stockholders; the excess of the cost 
over paid-in capital of shares purchased for re- 
demption, or of reacquired shares retired; and 
reductions of surplus reserves, set aside for such 
purposes as the protection of working capital or 
the coverage of sinking funds. Earned surplus 
should include no credits from transactions in the 
company’s own stock or transfers from paid-in 
capital or other capital account. 


To Proposition 18 is raised the objection 
that it permits the inclusion of capital 
gains and losses in earned surplus.” Except 
for this questionable feature, which, due to 
the arguments on both sides, does not ap- 
pear conclusive, the statement seems ac- 
ceptable to those who have criticized the 
Tentative Statement. 

19. Where by proper corporate action a deficit 
has been absorbed through a reduction of par or 
stated value of capital stock or by transfer to 
paid-in surplus, earned surplus thereafter should 
be so labeled as to indicate that it dates from a 


point of time subsequent to the inception of the 
corporation. 


No criticisms sufficient to cause the dis- 
carding of this statement were found. Prof. 
Scott offers a method of accounting for 
capital stock which would make such a 
proposition unnecessary.” But the propo- 
sition as it stands, together with the other 
propositions on capital and surplus, have 
the same effect as Prof. Scott’s proposal. 


20. Periodic reports should include analyses of 
capital stock and surplus accounts in sufficient 


“ DR Scott, op. cit., p. 301. 
Tbid., p. 301. 


detail to disclose the nature of the changes taking 
place during the accounting period, including in- 
creases and decreases in paid-in capital resulting 
from sales or purchases of shares. 


No criticism of Proposition 20 was en- 
countered. Prof. Husband would add to 
the wording above the following clause: 
and increases to paid-in capital from stock divi- 
dends, properly dated, in order that a reader of 
the statements might be enabled to distinguish 
the capital amounts contributed by stockholders 
from those amounts which are provided out of the 
earnings of the corporation.“ 


As this is entirely in keeping with the pol- 
icy of distinguishing the two component 
parts of corporate net worth, there is little 
objection to such an amendment. 

This review of the criticisms of the in- 
dividual propositions in the Tentative 
Statement of Accounting Principles has re- 
sulted in considerable change and modifi- 
cation. Certain propositions have been 
eliminated entirely, others were supplant- 
ed by different statements or by those with 
revised wordings, still others were reduced 
to a corollary or secondary status. But 
contemporary opinion is still not satisfied. 
In addition to the above editing of the 
original list in the light of published criti- 
cisms, it seems that additions or supple- 
ments to the Statement are needed. For ex- 
ample, throughout his critique, Mr. Stempf 
refers to the principle “that each year’s 
operations should stand on its own legs.’ 
As neither in the original nor in the revi- 
sion thus far suggested is such a statement 
found, it appears that a new principle is 
needed. Perhaps the best statement of Mr. 
Stempf’s principle is found in Paton and 
Littleton: 


There are lean years and fat years in business 
operation and it is a function of accounting to 
disclose this condition sharply, not cover it up.™ 


48 George R. Husband, op. cit., p. 401. 
* Victor H. Stempf, op. cit., p. 61. 
5° Paton and Littleton, op. cit., p. 77. 
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In addition to this suggestion, Mr. 
Stempf refers to “the principle that these 
factors (surplus adjustments, etc.) should 
fnd ultimate expression in Earned Sur- 
plus, and the corollary that Capital Sur- 
plus should not be used to relieve future 
earnings of charges that would normally 
fall there-against.’”*' But these suggestions 
have already been recognized in this revi- 
sion by Proposition 4 and Proposition 9 
which also appeared in the original state- 
ment. 

Likewise Prof. Husband’s request for 
“certain practical rules for the recognition 
of income on a cost-sale basis’? has been 
given recognition by the revision of Propo- 
sitions 9, 10, and 11. 

Prof. Littleton, in an article looking to- 
ward revision of the Tentative Statement, 
expressed the desire that such a revision 
might include a principle for revenue rec- 
ognition, one for adequate cost recognition, 
and one which provides for the proper 
matching or association of income and ex- 
pense. The revision of Proposition 8 prob- 
ably satisfies the wish for a principle of 
revenue recognition and the revision of 
Proposition 2 provides for proper bases of 
cost, but nowhere is there a provision for 
matching. To satisfy this lack it seems ne- 
cessary to borrow from the monograph on 
accounting standards the following: 

The revenues of a particular period should be 
charged with the costs which are reasonably 


associated with the product represented by such 
Trevenues.* 


Additional statements interpreting this 
proposition might be included, but in spite 
of previous inclusion of detailed definitions 
to satisfy objections, it seems best to hold 
the revision to major principles only, so far 
as that may be possible. 


5 Victor H. Stempf, op. cit., p. 59. 

® George R. Husband, op. cit., p. 397. 

A.C. Littleton, ‘‘Suggestions for the Revision of 
the Tentative Statement of Accounting Principles,” 
AccounTING REviEw, March 19339, p. 57. 

* Paton and Littleton, of. cit., p. 68. 


With this final consideration of new 
principles to be appended to the modified 
Tentative Statement, it is possible to pre- 
sent the author’s version of the revision as 
completed up to date by its critics. No at- 
tempt to criticize or evaluate either the 
original Statement or the suggestions 
made by the critics for its improvement 
have been attempted here. This has been 
an attempt to reproduce faithfully the 
Tentative Statement of Accounting Prin- 
ciples as revised by current published opin- 
ion. In every case the revisions and restate- 
ments have been confined to writings pub- 
lished since the issuance of the original 
statement; in this way it is hoped that a 
“trial revision” might result that can be 
helpful to the further study of the real 
problem of revision. 


A TRIAL REVISION OF THE TEN- 
TATIVE STATEMENT OF 1936 


1. “Assets acquired through the outlay of 
cash or its equivalent should be carried in 
the accounts at cost, less whatever allow- 
ance is necessary to reflect accrued de- 
pletion, depreciation, obsolescence, or 
other loss of useful or recoverable value. 
Liabilities and capital obligations repre- 
senting the receipt of cash should be carried 
in the accounts at the net proceeds, plus 
whatever allowance is necessary to reflect 
accrued interest payable at maturity.” 
(Greer) 

Corollaries: 

a. “Broadly defined, cost is the amount 
of bargained price of goods or services 
received or of securities issued in trans- 
actions between independent parties.” 
(Paton and Littleton) 

b. “If property other than cash is the 
consideration in a transaction, the ideal 
measure of the actual cash cost is the 
amount of money which would have 
been realized if such property had first 
been directly converted into cash.” 
(Paton and Littleton) 

c. “At times, resources are discovered or 
developed which have an immediate 
economic significance far in excess of 
the outlay required for their acquisi- 
tion... . In extreme situations of this 
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type it may be necessary to establish 
formally a new point of departure on 
the basis of implied cash cost—the 
amount of money which would unques- 
tionably be necessary to acquire the 
resource in its established commercial 
status—in lieu of an actual bargained 
price.” (Paton and Littleton) 

d. “Costs are overstated unless discounts 
and other allowances are deducted.” 
(Paton and Littleton) 


. “The rule of ‘cost or market’ should be 


replaced by the practice of reporting losses 
of current assets in the income statement 
only when realized, and reporting current 
assets in the balance sheet with a parenthet- 
ic showing of the amount of the estimated 
difference between cost and current value 
if the amount is not substantial.’”’ (Paton 
and Littleton) 


3. “The revenues of a particular period 


should be charged with the costs which are 
reasonably associated with the product 
represented by such revenues.”’ (Paton and 
Littleton) 


. “All gains and losses of whatever nature, 


except those arising from transactions in 
the company’s own capital stock, should 
be reflected in the profit and loss account, 
either for the year in which they occur (if 
ascertainable) or for the year in which they 
first are recognized as having occurred. 

Adequate distinction should be made be- 

tween current income and extraordinary 

non-recurring profit and loss items not 
related to current income.” (Greer) 

Corollaries: 

a. “Revenue is the product of the enter- 
prise measured by the amount of new 
assets received from customers.” (Paton 
and Littleton) 

b. “The volume of revenue measured by 
sales should be periodically adjusted 
to amount realizable by means of prop- 
er allowances for returns, uncollec- 
tibles, and ‘aftercists’.” (Paton and 
Littleton) 

c. “There are special considerations under 
which a variation from the sale stand- 
ard is often considered acceptable be- 
cause the revenue can be measured 
with some assurance on a production 
basis.”’ (Paton and Littleton) 

d. “Appreciation in its various phases 
is not income.” (Paton and Littleton) 

e. “Cost savings represented by buying 
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on a favorable basis are not income.” 

(Paton and Littleton) 
“The income account of a corporation 
should not include credits or charges re- 
sulting from profits or losses on transac- 
tions involving the issuance, purchase, or 
retirement of its own stock; from any ad- 
j.stment of the capital accounts; or from 
dividend payments or stock-dividend dis- 
tributions.”’ (Original Proposition 12) 


. “There are lean years and fat years in 


business operation and it is a function of 
accounting to disclose this condition 
sharply, not to cover it up.” (Paton and 
Littleton) 


. “The record of past reported earnings is 


not complete if corrections based upon 
subsequent facts are made only to assets 
and balance sheet surplus.” (Paton and 
Littleton) 


. “Two major divisions of the capital of a 


corporation should be recognized; paid-in 
capital and earned surplus. Subdivisions 
of each section should appear as may be 
appropriate.” (Original Proposition 14) 


. “Paid-in capital consists of amounts re- 


ceived for shares issued; capital stock, 
paid-in surplus, gains from the sale of 
reacquired shares and from the retirement 
of reacquired shares purchased at a dis- 
count, and transfers from earned surplus 
to capital-stock account by means of stock 
dividends, recapitalizations, or otherwise. 
Reductions of paid-in capital accounts 
may arise from the redemption of out- 
standing shares, retirement of reacquired 
shares, or liquidating dividends.” (Ori- 
ginal Proposition 15) 

“The cost of reacquired shares of capital 
stock should, if the shares are reissuable, 
be regarded as an unallocated reduction of 
capital and surplus rather than as an asset; 
if the shares are not reissuable, or if they 
acquire the status of unissued or retired 
shares, such cost should be charged to 
capital-stock account up to the amount by 
which capital has been formally reduced; 
any balance remaining should be charged 
to paid-in surplus up to an amount not in 
excess of the prorata portion of paid-in 
surplus applicable to the shares; any part 
of the cost which cannot be thus absorbed 
should be charged to earned surplus.” 
(Original Proposition 16) 

“Neither paid-in surplus nor surplus 
reserves should be availed of for the ab- 
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sorption of losses. Charges for all cost 
amortization, losses recognized, and other 
asset values expired should be by way of 
the income account to earned surplus.” 
(Original Proposition 17) 

12. “Earned surplus should be credited or 
charged only with the following: the bal- 
ance of the income account, as periodically 
reported; distributions to stockholders; 
the excess of the cost over paid-in capital 
of shares purchased for redemption, or of 
reacquired shares retired; and reductions 
of surplus reserves, set aside for such pur- 
poses as the protection of working capital 
or the coverage of sinking funds. Earned 
surplus should include no credits from 
transactions in the company’s own stock 
or transfers from paid-in capital or other 
capital account.’’ (Original Proposition 18) 

. “Where by proper corporate action a defi- 
cit has been absorbed through a reduction 


— 
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of par or stated value of capital stock or 
by transfer to paid-in surplus, earned sur- 
plus thereafter should be so labeled as to 
indicate that it dates from a point of time 
subsequent to the inception of the cor- 
poration.” (Original Proposition 19) 

14. “Periodic reports should include analyses 
of capital stock and surplus accounts in 
sufficient detail to disclose the nature of 
the changes taking place during the ac- 
counting period, including increases and 
decreases in paid-in capital resulting from 
sales or purchases of shares, and increases 
to paid-in capital from stock dividends, 
properly dated, in order that a reader of 
the statements might be enabled to dis- 
tinguish the capital amounts contributed 
by stockholders from those amounts which 
are provided out of the earnings of the 
corporation.” (Original Proposition 20 
amended by Prof. Husband) 


COMMENTS ON “AN INTRODUCTION 
TO CORPORATE ACCOUNTING 
STANDARDS” 


E. B. WiLcox 


have been studying something en- 
titled, “An Introduction to Corpo- 
rate Accounting Standards,’ but I regret 
to say that I do not feel much better ac- 
quainted with those standards than I did 
before I was introduced to them. The in- 
troduction did not introduce, at least, not 
to me. That is a rather sweeping statement 
and is, I confess, something like the opening 
of the story that began, ‘“‘Oh hell, said the 
Duchess.” It sacrifices some judicial ac- 
curacy for effect, and is intended to arrest 
attention rather than to keynote my re- 
marks, 
But all things are measured by their 
limitations, and while it might be gracious 
to praise the good qualities of this mono- 


Sis I was assigned this subject, I 


1 An Introduction to Corporate Accounting Standards, 
by W. A. Paton and A. C. Littleton. 


graph, I think that criticism is more useful 
and more honestly codperative with its 
authors in furthering the purposes for 
which they have labored so generously. 
Fundamental, among the limitations of 
this work as I see it, is that it attempts to 
build a coherent structure on a philosoph- 
ical foundation, rather than to discover 
any coherence in the field of accounting as 
it is. This savors of thirteenth century sci- 
ence, when conclusions were derived from 
the application of logic to classical precon- 
ceptions, and when recourse to the labo- 
ratory was beneath the dignity of scien- 
tists. The predominantly deductive 
approach carries with it the temptation to 
leave out or deny what ever may conflict 
with conclusions. It is reminiscent of the 
famous bed of Procrustes who stretched 
out his guests or chopped them off if they 
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did not fit the furniture. This tendency is 
away from research and classification, and 
toward the construction of a framework of 
Euclidean rigidity, which fails to recog- 
nize the looseness inherent in the subject, 
but which develops its own looseness or 
contradictions, in artificial places. It is as 
though we attempted to tune a piano so 
that the intervals between each of the 
notes were identical, instead of compromis- 
ing these intervals so that the octaves 
came out right. In short, I think the au- 
thors of “An Introduction to Corporate 
Accounting Standards’’ have been builders 
when they should have been discoverers, 
and that they did not discover enough of 
their field before they attempted to build a 
house on it. 

Even this statement is sweeping enough, 
and I would not dare make it if I didn’t be- 
lieve that I could prove it. First, therefore, 
I refer you to the title of the monograph: 
“An Introduction to Corporate Account- 
ing Standards.” That word, “introduc- 
tion,”’ has been kicked around enough, and 
I will spare it any further abuse, but the 
word “corporate” appears to set a definite 
limitation on the scope of the monograph. 
Just what this scope is supposed to be, is 
not entirely clear to me because some of 
the early comments in the monograph are 
extended to apply to unincorporated busi- 
nesses. In any event, however, there is 
nothing equivocal in the pronouncement 
that the income statement is the most im- 
portant accounting report. It is probably a 
personal bias of my own that causes me to 
react unfavorably to that kind of state- 
ment. I recall too many adolescent debates 
on such propositions as that Edison was a 
greater man than Lincoln, or that food is 
more important than clothing. I remember 
those beautiful opening lines in Hiawatha’s 
Wooing, and I have interpolated in those 
lines my own little parody, especially for 
this occasion: 


As unto the bow the cord is, 
And unto the man is woman, 
So unto the income statement, 
Is the statement of condition, 
Useless each without the other. 


If the monograph does not intend to re- 
strict itself to corporate accounting, I of- 
fer brokerage accounting, as an illustration 
of the fallacy of the proposition that the in- 
come account is the most important finan- 
cial statement. Financial statements of a 
broker are primarily for the benefit of the 
broker’s customers. These customers are 
not at all interested in the broker’s prof- 
its, but are primarily interested in his 
financial and market position. If, as ap- 
pears from the title and the bulk of the 
context, it is the intention to limit the 
monograph to corporate accounting, then 
this objection is precluded only because of 
the fortuitous circumstance that brokers 
are generally not corporations, and not be- 
cause there is any fundamental distinction 
between standards of accounting for bro- 
kers and for others. Therefore, this illus- 
tration indicates either an actual incon- 
sistency in the monograph, or a deficiency 
in the scope of the work. 

But, even if we limit ourselves to cor- 
porations, there is a large field in which ac- 
counting plays an important part, and in 
which the income account is not the most 
important statement. This is the field of 
short term commercial bank credit. The 
monograph waves this lightly aside with 
the comment that short term credit as a 
source of funds has been declining in im- 
portance. Whether or not it is declining, it 
is not gone, and I am informed by some 
rather competent credit men that the bulk 
of bank credit is still short term loans, and 
that the principal interest of the credit 
grantor is in the asset structure and not in 
the earning power of the borrower. These 
bankers will sometimes make a loan with- 
out seeing an income statement, but never 
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without seeing a balance sheet, because sea- 
sonal short term loans can be liquidated if 
assets such as inventories can be converted 
into cash, whether the borrower makes or 
loses money in the process. 

A little less than a year ago, I spoke be- 
fore an audience of accountants, bankers, 
lawyers, and business men here in Chicago, 
and referred to a statement which Ihad 
once heard, to the effect that the balance 
sheet was what was left over after the op- 
erating accounts had been closed. That was 
good for one of the best laughs I ever heard 
for anything less than a good story. The 
short form of accountant’s revort most re- 
cently recommended by the american In- 
stitute of Accountants still says that the 
balance sheet presents fairly the position of 
the XYZ Company, and the most recent 
extensions of auditing procedure refer to 
verification of assets. And yet “‘An Intro- 
duction to Corporate Accounting Stand- 
ards’ says that the essential accounting 
function of the balance sheet is to assist in 
allocating costs between present and fu- 
ture. 

Not only does this monograph limit it- 
self to corporation accounting of income 
but it seems to be mainly preoccupied with 
manufacturing concerns. Costs attach to 
products sold, of which more might be 
said. Contractual interest is relegated to 
the status of dividends, which statement is 
good for plenty of argument. But how do 
these standards apply, for instance, to a 
dealer in mortgages or an investment trust, 
or a discount or small loan business? I think 
it is clear that much of the field of account- 
ing has been left out, and that too small a 
foundation has been chosen, so that the 
difficulties of building a coherent struc- 
ture have been minimized. I believe it 
would be more descriptive to entitle the 
monograph, ‘“‘Suggested Accounting Stand- 
ards for Reporting Income of Manufactur- 
ing Corporations.” Such a title would 
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clearly disclose that the scope of the work 
does not cover the entire subject of ac- 
counting. The temptation to leave out 
stubborn facts whih, if included, would 
destroy the beauty and symmetry of a 
thesis, is easy to understand, but what is 
needed is some functional architecture. We 
need to design a structure which will house 
a living and growing thing without ampu- 
tating parts of it. The artistry required is 
that which will bring out harmony and 
symmetry without sacrificing functional 
needs. And even if the authors of this mon- 
ograph deliberately intended to limit their 
field, I think it is a fair criticism of their 
work that they did so. 

Within this field, there has been an at- 
tempt to construct a coherent body of 
accounting standards derived from certain 
assumed premises. This is the deductive 
or philosophical approach to the subject, 
which I have already mentioned, and I 
believe it leads to some inconsistencies and 
to some unsound conclusions. 

For example, one of these premises is 
that accounting should be based on verifi- 
able objective evidence. The monograph 
admits that accounting facts can never be 
determined with complete and conclusive 
objectivity, but represents that these facts 
are more convincingly objective now than 
they used to be and more definitely verifi- 
able. As a result, we are told, the possi- 
bilities for accidental error, wishful think- 
ing, biased self interest, and intentional 
fraud are now minimized as never before. 
In view of some of the well known financial 
scandals of recent years, this is an amazing 
conclusion, but it is probably necessary to 
believe it if we are to insist that accounting 
be based on verifiable objective evidence. 
That is the trouble with deductions based 
on an assumed premise. I think it is closer 
to the truth to say that the complex finan- 
cial and economic affairs of today render 
the objective verification of facts more 
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difficult than ever, and that the search for 
definitely verifiable facts in the field of 
accounting will be as fruitless as was that 
of Diogenes for an honest man. 

And speaking of honest men, it seems 
that the authors of this monograph have a 
profound distrust of management, even 
though they emphasize that a chief pur- 
pose of accounting is to serve and repre- 
sent corporate management. We are 
warned against the questionable influence 
upon the accounts or statements which 
may be exerted by management, and are 
told that the reporting of income will be 
improperly accomplished if any item de- 
rives from managerial decision. In opposi- 
tion to this view, I call your attention to 
the statement by the Securities and Ex- 
change Commission that financial state- 
ments are primarily the representations of 
management, and I quote from a recent 
report by a sub-committee to the New 
York Stock Exchange: 

It is apparently necessary and important to 
emphasize again and again that financial state- 
ments are not statistical presentations of facts 
fixed in the form the stockholder reads. While 
properly based on facts, these statements repre- 
sent the judgments of the company’s manage- 
ment in the application of conventional methods 
of stating assets and liabilities and in appropraite 


allocations of income and outgo items to specific 
periods of time. 


Thus the premise calling for objective 
verification leads to the elimination of 
judgment in the preparation of financial 
statements, and is out of harmony with 
current thought on the subject. Not only 
this, but it leads to further confusion, and 
to an actual breakdown of the coherent 
structure which is being built. We read 
that interpretation is inherent in the in- 
trinsic framework of accounting, and that 
accounting is characteristically a technical 
mode of interpreting financial data. But 
we read elsewhere that no limit is set on 
interpretative information through toot- 
notes, account titles, parenthetic figures or 


extra columns. The use of parenthetic 
figures is advocated again and again, and 
it is even suggested that interpretative in- 
formation might be conveyed by segrega- 
tion of surplus, although elsewhere it is 
said that the earmarking of surplus is likely 
to convey a misleading impression. Thus 
we are told to eliminate from the results 
of the accounts, themselves, that which is 
inherent in the intrinsic framework of ac- 
counting. This difficulty arises from the 
attempt to build a rigid framework of ac- 
counting standards, without recognizing 
the inexactness which is inherent in the 
very material from which financial state- 
ments are made, and the multiple, and 
sometimes conflicting purposes which these 
statements must serve. Instead of recog- 
nizing the natural compromises which 
should be made in the preparation of finan- 
cial statements, these compromises are 
denied until they lead to major contra- 
dictions such as the preparation of state- 
ments, the results of which are invalidated 
or made negative by supplementary in- 
formation. 

Insistence on verifiable objective evi- 
dence leads to emphasis on cost, and the 
attempt to identify the cost of inventories 
leads to the adoption of the flow-of-cost 
idea. Cost factors are conceived as moving 
through the business in procession fashion 
like a file of soldiers. On the basis of this 
artificial concept, all other methods of in- 
ventory valuation are discredited in favor 
of first-in, first-out; the one method which, 
above all others, tends to emphasize dis- 
tortion of financial statements resulting 
from changes in price levels. Here the logi- 
cal processes applied to an assumed prem- 
ise lead us back into the by now classic 
example of the shoe retailer who bought a 
pair of shoes for four dollars, sold it for 
six, replaced it for seven, and recorded a 
profit on the transaction. 

Probably the greatest storm of discus- 
sion which this monograph has occasioned 
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arises from its repudiation of cost or mar- 
ket, whichever is lower. The argument is 
that the use of estimated values such as 
current replacement prices, results in less 
dependable net income figures than the 
use of costs actually incurred. As a prac- 
tical matter, I believe that the objective 
verification of market values is no more 
dificult, and in many cases is easier than 
the identification of the cost of specific 
items on hand. But regardless of the diffi- 
culties involved, I am puzzled by the logic 
of the conclusion that declining market 
values of inventories should not be re- 
flected in the accounts. The monograph 
recognizes the propriety of reserves for bad 
debts, and approves absorption in current 
charges of a portion of the cost of obsolete 
or damaged materials. It even permits the 
charging off of parts of the cost of unsold 
goods which are to be sacrificed at post 
season prices. These admittedly expired 
costs are less verifiable than market values 
of inventories, and yet it is stoutly main- 
tained that no loss or reduction arising 
from declining market values be taken up 
in the income account. In the arguments 
supporting this view, there is an attempt 
to discredit the cost or market basis by 
identifying it with write-ups as well as 
write-downs, and with appraisals of fixed 
properties. It is, no doubt, good court room 
tactics to discredit the opposing witness by 
all possible means, but recourse to such 
methods, and the repetition with which the 
cost or market basis is attacked, lead me 
to wonder if the authors of this monograph 
didn’t fear that they were on shaky 
ground. “‘The lady doth protest too much, 
methinks.” 

The monograph states that the first pur- 
pose of accounting is to furnish financial 
data concerning a business, and that the 
emphasis on the cost basis does not deny 
that data other than recorded costs may 
have real significance and usefulness. But 
the next sentence says, “It merely rejects 


the proposition that periodic revaluation 
has a settled place within the regular ac- 
counting framework.”’ Where is the logic 
and where is the coherent structure which 
excludes from the regular accounting 
framework that which has real significance 
and usefulness? 

Pursuing still farther this tenuous trail 
that leads out of the insistence on objec- 
tively verifiable evidence, and emphasis on 
cost, we come to some remarkable conclu- 
sions about cost accounting and standard 
costs. I quote: 


Page 13—Accounting classifies and summa- 
rizes appropriate portions of materials cost, labor 
cost, and machine cost, so that, together, they 
become product costs. 

Page 14—Costs are assembled by products 
. .. because they express parts of the total effort 
made to bring about a subsequent sale. 

Page 15—Costs are traced carefully... 
through various regroupings for the specific ob- 
ject of having available at the time of sale of the 
product, information regarding relevant costs— 
that is, those costs related to a specific segment 
of revenue, because they are technically or eco- 
nomically associated with a corresponding seg- 
ment of production. 

Page 121—There is slight possibility of devel- 
oping dependable causal connections between 
particular costs and particular segments of 
revenue. 

Page 14—Accounting assumes that acquisition 
costs are mobile and may be apportioned or re- 
grouped, and that costs reassembled have a 
natural affinity for each other which identifies 
them with the group. 

Some costs, like manufacturing overhead, in 
which an affinity with a product can be detected, 
are allocated directly to a product. 

Page 120—It is necessary to recognize the fact 
that cost allocation at the best is loaded with as- 
sumption and that in many cases highly arbitrary 
methods of apportionment are employed in prac- 
tice. Certainly it is wise not to take the results of 
the usual process of internal cost imputation too 
seriously. 


I am inclined to think that these quota- 
tions need no comment, but I cannot re- 
frain from one more because it embodies 
one of my pet peeves. Here it is: 
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To set up estimated costs in lieu of actual costs 
in formal accounts represents a definite depar- 
ture from the requirement that accounts show 
costs as actually incurred. However, no substan- 
tial objection can be offered to the computation 
of standard costs and the compilation of these 
costs in any helpful manner, provided the periodic 
income statement, as finally presented, is based 
on actual costs rather than upon hypothetical 
charges. 


I have never seen a manufacturing con- 
cern, nor do I ever expect to see one, pro- 
ducing more than one article, in which 
there is any such thing as an actual cost of 
a single item of finished product. And I 
know of no better basis for valuing work 
in process or finished goods than those 
costs, developed by an _ intelligently 
planned and competently operated stand- 
ard cost system. 

I have used most of the time allowed me, 
in pursuing this one matter of costs and 
evidence, because it seems to afford an ex- 
cellent example of my criticism that the 
logical and deductive approach has be- 
trayed its sponsors. Other examples could 
be similarly developed. Among these are 
charges to the surplus account, the dis- 
tinction between earned surplus and paid 
in surplus or other capital accounts, the 
treatment of losses and gains on repos- 
sessed capital stock, the special treatment 
advocated for interest and income taxes, 
and the strange attitude that conservatism 
is equivalent to understatement, and is not 
a principle to guide accounting calcula- 
tions. The conclusion which I reach from 
these as well as from what I have already 
discussed, is that there has been too much 
deduction, and not enough induction. 
When this monograph first appeared, I 
welcomed it with eagerness because I be- 
lieve that a coherent structure of account- 
ing standards is needed, and I have de- 
plored the comparatively spotty approach 
to this problem which was adopted by the 
Research Department of the American 
Institute of Accountants. I think we need 


something that combines the two ap- 
proaches so that assumed premises are 
constantly checked by the usefulness of the 
conclusions to which they lead, and cur- 
rent practices and conventions are ap- 
praised in the light of the purposes which 
they serve. Fundamental coherence in ac- 
counting standards will be discoverable; if 
there is any order in the nature of things, 
and we must have faith that there is, if we 
are to continue the search for it. It may be 
that one of the lasting values of this mono- 
graph will be that it serves as a range 
finder on the target of an approach to the 
subject. 

I cannot end my comments here without 
a brief reference to the terminology which 
has been developed in ‘‘An Introduction to 
Corporate Accounting Standards.” In this 
monograph we measure income by match- 
ing costs and revenues in terms of price 
aggregates. Costs attach, and have affinity 
to products. They are incurred and expire; 
there are related costs and assignable costs. 
Costs are to be considered broadly, but 
there are losses which are not costs and yet 
which affect income. We find references to 
earnings, realization, accretion, net reve- 
nues, net income, operating net, and pe- 
riodic net. And perhaps most exotic of all, 
we have primary and secondary uses of 
assets reflecting asset utilization and 
equity administration. 

“When I use a word,’”’ Humpty Dumpty 
said in a rather scornful tone, “it means 
just what I choose it to mean—neither 
more nor less.” 

question is,’”’ said Alice, ‘“whether 
you can make words mean so many differ- 
ent things.” 

“The question is,’ said Humpty 
Dumpty, “which is to be master, that’s 
all.” 

It is one of the duties of the accountant 
to be clear and concise, and I think we may 
properly charge writers on the subject with 
this same duty. The introduction of new 


| 
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terminology is always dangerous because 
it must be learned by the readers. When it 
is introduced in a manner which is con- 
fusing, it is more harmful than beneficial. 
Two examples of this confusion have al- 
ready come to my attention in connection 
with this monograph. One is an impression 
which some readers have that income is 
represented as the difference between the 
total of realized revenue, and the costs of 
items producing that revenue, thus ignor- 
ing expired costs producing no revenue. 
The other example occurred in an attempt 
by the Research Department of the Ameri- 
can Institute of Accountants to pick up the 
terminology of the monograph in a state- 
ment regarding inventories which ap- 
peared in the June 1940 number of the 
Journal of Accountancy. Here they referred 
to matching costs against income. As 
Mark Antony said of Brutus, these are 
honorable men, and if they stumble over 
so simple a distinction as that between 
income and revenue, I tremble to con- 
template the utter confusion in the minds 
of ordinary men. I urge that, in so far as 
possible, terminology be used which has 
already taken root in the language of ac- 
countancy, and, when new terms are neces- 
sary, that they be specifically defined and 
meticulously used. 

In contemplating the awful moment 
when I may have to face answers to my 
comments, I am reminded of the words of 
Robert Louis Stevenson in an essay en- 
titled, “Crabbed Age and Youth.” ““Thank 
God,” he said, “for the young man who 


has brains enough to make a fool of him- 
self.” 
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I don’t know whether the authors of this 
monograph or I, or all three of us, fall into 
this desirable category. We are all young 
men, to be sure, but it remains to be de- 
cided whether any, or all of us, have brains 
enough to make fools of ourselves. I am 
sure, however, that if we feared to stick 
our necks out more than we desired to 
make progress in discovering or building 
standards of accounting, no progress would 
ever be made. Even if all my comments are 
sound, we must respect the courage of 
those who attempted to blaze a trail. And 
I hope, even if my comments are not 
sound, that I may stand in some reflected 
glory for having dared to question my 
teachers. One of the prerogatives of those 
who dare is that they set themselves up as 
targets, and now I have done it. Before the 
shooting begins, I will get in my last dig. 
I have been reading releases by the Securi- 
ties and Exchange Commission in which 
accountants have been criticized, in what 
sometimes seem to be rather harsh terms. 
By now we should all be somewhat inured 
to harshness, and I am therefore inspired 
to paraphrase some of the typical words 
that appear in these releases. Although the 
monograph entitled “An Introduction to 
Corporate Accounting Standards” has 
been helpful in pointing out matters of 
interest to investors and the general pub- 
lic, we find it materially deficient in that 
it is based on an inadequate scope of 
examination, that its terminology is not 
conducive to full and clear disclosure, and 
that the accounting policies referred to 
therein are not consistent, and are lacking 
in authoritative support. 
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By Joun H. 


the District of Columbia have adopt- 

ed as their written examination for 
candidates for the certified public account- 
ant certificate the standard examination 
prepared by the American Institute of 
Accountants. The committee on enroll- 
ment and disbarment of the United States 
Treasury Department has recently adopted 
the Institute’s problems in accounting the- 
ory and practice as a part of its examina- 
tions for candidates for a treasury card 
who are not members of the Bar nor certi- 
fied public accountants. 

The responsibility for producing the 
standard examination rests with the Insti- 
tute’s board of examiners. The board has 
long recognized, and I believe it is gener- 
ally agreed among educators, that no sin- 
gle examination can be so designed as to 
constitute a completely fair and accurate 
test of the ability of each candidate. It 
would be impossible, however, for a state 
board of accountancy to have daily asso- 
ciation with the accounting work of every 
candidate, and in the absence of more in- 
timate knowledge the written examination 
has become the most practical basis on 
which to judge a candidate’s fitness to hold 
himself out to the public as a certified pub- 
lic accountant. The Institute’s board be- 
lieves that the certified public accountant 
certificate should signify that its holder is 
qualified to practise public accounting and 
has passed an examination that tests his 
practical ability as well as his theoretical 
knowledge. Members of a number of state 
boards have suggested that the standard of 
knowledge and ability properly expected 
of a candidate for the certified public ac- 
countant certificate should be that of a 
senior staff accountant, and the standard 
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examination is intended to require ability 
of about that level. 

The percentages of successful candidates 
in the past five years, according to grades 
of the Institute’s examiners, are as follows: 


PERCENTAGES PASSED 


Date Auditing Law Accounting 
May 1936..... 58.1 45.4 9.1 
Nov. 1936..... 68.5 68.0 7.5 
May 1937..... 57.7 55.5 28.0 
Nov. 1937..... 69.3 38.5 17.0 
May 1938..... 67.7 52.2 9.7 
Nov. 1938..... 67.3 45.7 27.0 
May 1939..... 47.0 49.7 13.0 
Nov. 1939..... 57.5 46.4 22.9 
May 1940..... 51.6 38.6 20.1 
Nov. 1940..... 21.6 45.3 9.7 


In November, 1940, 1,845 candidates 
wrote the standard examination. The In- 
stitute’s examining staff graded the papers 
of 745 candidates, the following percent- 
ages show the proportion receiving passing 
grades of 75 points or over: auditing, 21.6 
per cent; commercial law, 45.3 per cent; 
accounting theory and practice, 9.7 per 
cent. While the percentage of papers re- 
ceiving passing grades in accounting is 
small, it is not unique. This fact has natu- 
rally given rise to criticism, and it is the 
purpose of this article to comment upon 
some of the underlying reasons for this low 
percentage of success and to analyze briefly 
the problems in the accounting theory and 
practice papers for the November, 1940, 
examination. 

Criticism of the standard examination 
has not always been confined to complaint 
that it is too difficult. Teachers of account- 
ing and others have frequently suggested 
that the examination is too simple. Profes- 
sor Henry T. Chamberlain, writing in the 
June, 1940, issue of The Accounting Review 
regarding the Institute’s May, 1940, ex- 
amination, says: ‘“While the questions, on 


the whole, are clearly stated, the level of 
the material is not higher than the inter- 
mediate stage.” 

It has been recognized by many that 
figures indicating a large percentage of fail- 
ures in a single examination do not tell the 
whole truth, since they are weighted by the 
grades of candidates who may be taking 
the examination for the second, third, or 
tenth time. A few years ago, the board of 
examiners made a study of the respective 
number of successful and unsuccessful can- 
didates in twenty states and one territory 
over the period 1932-1937. The board 
found that 33 per cent of those who sat for 
the examination eventually succeeded in 
passing. Of further interest was the fact 
that of those who were eventually success- 
ful, only 26 per cent passed on their first 
attempt, whereas 37 per cent passed on 
their second attempt. Two per cent of 
those who eventually passed were success- 
ful in their eighth or later attempt. 

There are no recent statistics for the 
country as a whole showing the correlation 
between college education in accounting 
and success in passing the examination. In 
the study covering the years 1932-1937, 
the figures from nine states, which were ob- 
tained by special request, indicated that 
41 per cent of all college graduates (not 
solely graduates who had majored in ac- 
counting) were eventually successful. As 
one might expect, this figure indicated that 
a college graduate generally had a better 
chance of passing the standard examina- 
tion than one who had not had college 
training. 

There are no representative figures 
showing the importance of practical ac- 
counting experience as it relates to success 
in the examination. The Institute’s board 
of examiners has consistently held that an 
examination designed to test a candidate’s 
worthiness to hold himself out to the public 
as a certified public accountant should con- 
tain problems based on actual situations 
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that confront the practitioner in his daily 
work, not merely questions testing a knowl- 
edge of accounting theory which might be 
acquired from textbooks. It is not generally 
to be expected, therefore, that a candidate 
without public accounting experience could 
pass the examination. Yet there are only 
eleven states that require public account- 
ing experience as a prerequisite to the ex- 
amination. In the opinion of the board the 
lack of adequate experience requirements 
is a contributing factor to the low percent- 
age of successful candidates taking the 
standard examinations. 

Preliminary examinations, such as those 
required by English accounting associa- 
tions, undoubtedly serve to eliminate can- 
didates who are unprepared for the stiffer 
test. Statistics of the results of examina- 
tions of the Institute of Chartered Ac- 
countants in England and Wales for recent 
years show that percentages of success in- 
creased steadily as the students advanced 
through the primary and intermediate 
examinations, and that in the final exam- 
ination more than one-half succeeded. 

In our standard examination, the paper 
in accounting theory and practice is di- 
vided into two sections. Each section is 
graded on the basis of 100 points. A mathe- 
matical average of the two sections is taken 
to obtain a grade on the paper as a whole. 
By this method of grading, a 30-point prob- 
lem in one section would have a value in 
the final grade of only 15 points. 

An analysis of the results of the Novem- 
ber, 1940, papers graded by the Institute 
showed that with a few exceptions a fair 
proportion of candidates were able to ob- 
tain satisfactory grades on each individual 
problem, but that few candidates were able 
to do satisfactory work on all the problems. 

Since the percentage of passes in audit- 
ing and commercial law is relatively high, 
these papers will not be dealt with in this 
article. It is hoped that the following re- 
view of accounting problems will be help- 
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ful to students, candidates, and others in- 
terested in professional accounting exam- 
inations. Comment on any aspect of the 
subject will be welcomed by the Institute’s 
board of examiners. 


NOTES ON NOVEMBER, 1940, 
ACCOUNTING PROBLEMs! 


Part I, problem 1 (15 points) 


This problem called for description of 
the principal features of several inventory 
methods, i.e., retail, base-stock, last-in, 
first-out, etc. The candidate was also to 
give a situation, business, or industry in 
which each method was used to advantage 
and to state whether it was permissible 
for federal income-tax purposes. 


25.4 
3.6 
100.0% 


Many candidates did not properly de- 
scribe the base-stock method. They often 
confused it with pricing at standard costs, 
or understood that it meant carrying the 
entire inventory at the same figure from 
year to year. 

The tax feature was fairly well covered. 


Part I, problem 2 (15 point:) 


Consolidation in columnar form was to 
be prepared from the combined balance- 
sheets of parent and subsidiaries by apply- 
ing adjustments and eliminations. 

A fairly simple problem calling for the 
usual distinction between capital, con- 
solidation and earned surplus, goodwill, 
etc. It also called for the disposition of a 
$1,000 difference between the intercom- 
pany accounts receivable and payable. 

1 The full text of these problems was published in 
The Journal of Accountancy for December, 1940. 

* “Passes,” as applied to individual problems, indi- 


cates that 75 per cent or more of the full credit assigned 
to the problem was awarded by the examiners. 


100.0% 


Merging capital or consolidation surplus 
with goodwill did not per se keep the can- 
didate from receiving a passing mark. 
Charging the $1,000 to goodwill or capital 
surplus, together with mingling capital and 
earned-surplus items, was considered rea- 
son for failure. 


Part I, problem 3 (20 points) 


Preparation of an institutional (fund) 
balance-sheet from a trial balance in which 
the accounts are grouped without regard 
to funds. 

The problem calls for funding a depreci- 
ation reserve and for presentation of inter- 
fund items. 


18.0% 
41.9 
26.6 
13.5 
100.0% 


In grading the papers, particular atten- 
tion was given to form and to the proper 
treatment of the funding requirement and 
of interfund relations. 

If the candidate failed to produce the 
balance-sheet in acceptable fund form or 
fell short of both other requirements, he 
did not receive passing marks. 


Part I, problem 4 (20 points) 


Receivership problem, calling for a 
“statement of affairs’? and a “deficiency 
account” to be prepared from the com- 
pany’s trial balance and the receiver’s esti- 
mates. 
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26.6 
100.0% 


Most candidates produced statement of 
affairs in acceptable form and passed if 
correct deficiency was shown. 


Part I, problem 5 (30 points) 


Instalment sales problem, requiring the 
preparation and summarization of entries 
to record sales, collections, repossessions of 
refrigerators, etc., also the segregation of 
realized and unrealized profits. 


47.3 
100.0% 


Alternative solutions were accepted, 
based upon diverse methods of valuing re- 
possessions and of calculating profits real- 
ized. Considerable leeway was given the 
candidate concerning the record of the 
transactions. They were held to a correct 
accounting for the cash and refrigerators, 
and to reasonable segregation of realized 
and unrealized profits. 


Part II, problem 1 (10 points) 


Preparation of “‘source and application 
statement” from opening and closing bal- 
ance-sheets and additional data given in 
the problem. A somewhat unusual but 
rather interesting feature is the circum- 
stance that the company was a wholly 
owned subsidiary during the first half of 
the year, but was dissolved and made a 
division of the parent company on June 
30th, the accounts being continued for the 
other half of the year in a separate divi- 
sional ledger. 


15.3 
60.1 
No 13.0 
100.0% 


Notwithstanding the added feature, the 
problem can be solved (like most of such 
problems) and a final statement prepared 
without the interposition of a formal co- 
lumnar work sheet. 

For this reason the solutions were graded 
with special regard to form. No passing 
mark was given if the statement was not 
plain and worded so that it could be under- 
stood by an average business executive. 


Part II, problem 2 (20 points) 


A simple consolidation of the balance- 
sheets and profit-and-loss statements of 
parent and wholly owned subsidiary. The 
latter’s stock was acquired through the is- 
sue of parent company’s shares after the 
par value of these shares had been reduced. 

The treatment of parent’s stock held by 
the subsidiary is a special point to be con- 
sidered, also the disposition of other shares 
of the parent’s new stock to the public at 
a price much in excess of its par value. 


36.7 
21.1 
100.0% 


Due consideration was given to the sev- 
eral alternative solutions that suggested 
themselves to the candidates. 

Candidates did not receive passing marks 
unless plausible treatment was given to the 
reduction in the par value of the parent 
company’s shares, to the parent’s stock 
held by the subsidiary and to the usual 
features of a consolidation. 
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Part II, problem 3 (20 points) 


Public-utility balance-sheet, income and 
surplus statements to be prepared in cus- 
tomary form, i.e., not differing too much 
from the forms presented by public-service 
commissions. 

A trial balance was given with the ledger 
accounts in alphabetical order so as to re- 
move all clues. A few simple adjustments 
were to be made. 


9.0 
100.0% 


The cause of the large number of failures 
was marked lack of familiarity with even 
the theoretical aspects of financial state- 
ments for public-utility companies. 


Part II, problem 4 (20 points) 


Estate problem in which expenses must 
exceed income and wherein the trustee (the 
widow) had become a large creditor. Set- 
tlement was made by transfer of property 
to the trustee and waiver of cash bequests 
by the beneficiaries. 

The usual statement of estate corpus, 
beneficiaries’ accounts and trustee’s inter- 
mediary accounting were required. 


19.1 
18.6 
100.0% 


Correct results received passing marks 
only if presented with reasonable regard to 
form. 


Part II, problem 5 (30 points) 


Cost problem calling for the calculation 
of normal departmental overhead rates 
from.estimates of normal operating data. 

The candidate was required to show 
judgment, especially in choosing the basis 
for distribution. 


51.4 
100.0% 


Most candidates, even if showing famil- 
iarity with cost accounting, did not under- 
stand the meaning of the term “usage fac- 
tor” in connection with distributing power 
cost on the basis of power used. Nor did 
many candidates exclude warehousing and 
shipping costs from manufacturing over- 
head, although the problem definitely 
states the department’s functions. The 
social-security taxes and workmen’s com- 
pensation insurance were as a rule wrongly 
computed, although the basis of computa- 
tion was plainly given in the problem. 

In the grading no great stress was laid 
upon errors in computation and any plau- 
sible basis of distribution was accepted 
without penalty. However, the candidate 
had to show familiarity with cost account- 
ing and finish his solution to the point 
where this was evident. 


CONVENTION REPORT 


Proceedings of the Twenty-Fifth Annual Convention of the 
American Accounting Association 
Chicago, Illinois 
December 27-28, 1940 


of the American Accounting Associa- 

tion was held at the Blackstone 
Hotel, Chicago, Illinois, on December 27— 
28, 1940. The program was as follows: 


Ts TWENTY-FIFTH annual ccnvention 


First Session—10:00 a.m., December 27 


CHAIRMAN: Howard C. Greer, Vice President, 
Kingan and Company, Indianapolis, In- 
diana 

PAPERS: 

“Determining the Current Financial Position 
of a Municipality,” Arthur N. Lorig, Uni- 
versity of Washington 

“The Accounting Provisions of the Investment 
Company Act of 1940,” Frank P. Smith, 
University of Rochester 

“Accounting in the National Defense Pro- 
gram,’”’ Herbert F. Taggart, University of 
Michigan and associated with the Advisory 
Commission to the Council of National De- 
fense 


Second Session—2:00 p.m., December 27 


CuarrMAN: Victor H. Stempf, Touche, Niven and 
Co. New York City, and President, National 
Association of Cost Accountants 

Toric: Accounting Principles 

PAPERS: 

“Stock Dividends,” Thomas York, The Ronald 
Press Company, New York City 

“Inventories,” Edward A. Kracke, Haskins and 
Sells, New York City; E. L. Olrich, Presi- 
dent, The Munsingwear Company, Minne- 
apolis, Minnesota; A. C. Littleton, Univer- 
sity of Illinois 


Third Session—6:30 p.m. Annual Banquet 
and Business Meeting 


Reports of Officers and Committees 
TALK: 

“Reflections on Twenty-Five Years in the 
American Accounting Association,” Hiram 
T. Scovill, University of Illinois 


Fourth Session—9 :30 a.m., December 28 


CuHarrMAN: L. J. Buchan, Tulane University 
Topic: Accounting Principles 
PAPERS: 

Comments on “An Introduction to Corporate 
Accounting Standards” (American Account- 
ing Association Monograph No. 3) Edward 
B. Wilcox, Edward Gore and Co., Chicago, 
Illinois 

An Analysis of the Criticisms of ‘“The Tenta- 
tive Statement of Accounting Principles 
Underlying Corporate Financial Statements” 
Harry W. Kerrigan, Northwestern Univer- 
sity, Robert L. Dixon, Jr., University of Chi- 
cago 


Fifth Session—2:00 p.m., December 28 


CHAIRMAN: O. R. Martin, University of Nebraska 

Toric: Some Newer Ideas in Accounting Educa- 
tion 

PAPERS: 

“Another Approach for the Beginning Stu- 
dent,”’ Louis O. Foster, Western Reserve 
University 

“An Accounting Course in the Graduate Pro- 
gram of the Social Science Student,” Willard 
C. Beatty, Brown University 

“What is Proper Training for Accountants?” 
Sidney G. Winter, University of Iowa 


Saturday, December 28, 6:30 p.m. 
Meeting of Executive Committee 


The business session was called at 8:00 
p.M. on Friday, December 28. 

President MacFarland introduced the 
guests of the Association and read a tele- 
gram from the President of the New York 
State Society of Certified Public Account- 
ants congratulating the Association on the 
twenty-fifth anniversary. President Mac- 
Farland then presented the following re- 
port: 

Sentiment alone is a sufficient reason to 
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me, to open this Silver Anniversary Presi- 
dential Report with a brief tribute to the 
men who 25 years ago had the vision to see 
the need for this association. Not only did 
they have foresight, but equally important, 
the courage, energy and persistence to car- 
ry on. Those of us who have enjoyed the 
benefits but did not share the struggles of 
the early organization can but hope that 
the pioneers are satisfied at the progress 
the society has made. 

I must no more than touch on the his- 
tory of the Association, because the Execu- 
tive Committee, early this past year, dele- 
gated the writing of a history to Edward 
J. Filbey and Jeremiah Lockwood. The 
results of their studies will be anticipated 
in an early issue of the REview. In addi- 
tion, another of our members has been in- 
vited to think back over the past 25 years 
and to tell us, later in the evening, of his re- 
flections. 

I looked recently at some of the old con- 
vention reports. It was interesting to note 
that there were 122 members by the third 
annual meeting in 1918; at the end of the 
golden era, in 1929, there were 621 mem- 
bers. The depression then took its toll. 
Membership started a decline to reach a 
low of 477 by the 20th meeting in 1935. 
Then the curve went sharply into reverse; 
an uphill trend started and has continued 
to the present time. To-night it can be 
announced that, for the first time, member- 
ship is in excess of 1,000; to be exact it is 
1,060. 

Those membership figures are cited for 
two reasons. First, to emphasize the attain- 
ment of a goal, the passing of the 1,000 
membership mark; second, to call atten- 
tion to the strikingly satisfactory change in 
the membership curve which started in 
1935. The depression may have been re- 
sponsible, in part, for the six-year down- 
ward curve, but certainly it was not pros- 
perity which started and carried on the up- 
ward trend of the past 5 years. 


By 1935 the public was more accounting 
conscious than ever before. As a result, ac- 
counting teachers and practitioners, the 
country over, had a greater awareness of 
the social and economic responsibilities of 
accounting. But something happened that 
same year, within our own association. 

A small group of members who were 
interested primarily in a healthier and 
more scientific development of accounting 
and who felt our society could play a larger 
part to that end, convinced the association 
that its name should be changed and its 
purpose and activities expanded. Accord- 
ingly our old society, The American Asso- 
ciation of University Instructors in Ac- 
counting became the new American Ac- 
counting Association. 

The group of men from around the Chi- 
cago area who guided the society for the 
four years following 1935 acquitted them- 
selves well. Just as much interested in 
sound teaching as ever before, they started 
research projects to produce materials to 
aid in such teaching. The membership com- 
mittee now had something really valuable 
to sell. 

In 1936 appeared ““The Tentative State- 
ment of Accounting Principles Affecting 
Corporate Reports.” Although only a Ten- 
tative Statement, that study started dis- 
cussions. It is on our program at this 
convention. 

In 1937 the Association published its 
first Monograph—“Principles of Public- 
Utility Depreciation” by Perry Mason. 
That research has been so well received 
that a new edition has been authorized by 
the Executive Committee. 

In 1939 Monograph 2—‘Financial 
Statements” by M. B. Daniels—was pub- 
lished and accorded a favorable reception. 

This past year Monograph 3—“An 
Introduction to Corporate Accounting 
Standards” by Paton and Littleton—was 
published and distributed as a dividend 
to members. A similar dividend distribu- 


tion of this monograph was made by the 
American Institute of Accountants to its 
members. 

The influence of these researches has not 
been limited to the classroom. They have 
provoked still other studies, the results of 
which have appeared in the REviEw and 
in other accounting periodicals. 

The wider geographic representation of 
the Executive Committee this year neces- 
sarily meant fewer meetings but consider- 
ably more correspondence. One meeting of 
five members was held on March 2, another 
for the full committee on September 7. The 
last meeting was held just prior to the 
opening of this convention. At these meet- 
ings the Committee gave its attention to 
Association business matters, membership, 
publications, research and the convention 
program. To insure that future Executive 
Committees get started promptly, this 
year’s committee has set a precedent by 
scheduling the first meeting of the next 
committee for 6 P.M. on the second day of 
this convention. 

If membership on the Executive Com- 
mittee is not to be limited by geographic 
considerations, it will be necessary, un- 
doubtedly, to work through sub-commit- 
tees. Discussions, especially those pertain- 
ing to research projects, are difficult to 
conduct among 11 men by mail. Much 
more can be accomplished by small group 
meetings where the participants meet face 
to face to iron out their differences. Final 
action and responsibility in each case 
should always rest with the full Executive 
Committee, to which each sub-committee 
should report. 

The Secretary-Treasurer’s Report will 
indicate a healthy financial condition both 
in the General and Life Membership 
Funds. Because of the happy state of the 
latter fund, serious efforts were not made 
this year to add to the Life Memberships. 

The AccounTING REVIEW, under the 
able leadership of its editor and his assist- 
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ants, and with the help of the member and 
nonmember contributors, has had a most 
satisfactory year. If you have not noticed, 
may I call your attention to the fact that 
the Review has grown in a year from a 
Quarterly with an average of 115 pages, to 
one with an average of 134 pages. The qual- 
ity of the articles has kept pace with the 
increased quantity. The Revrew’s place 
among the academic periodicals seems to 
have become increasingly secure. 

The Association’s Committee on Co- 
operation with the American Institute of 
Accountants, on invitation, attended the 
Spring Council Meeting of that organiza- 
tion. In addition, that same Committee 
expressed its willingness to cooperate with 
the Educational Committee of the Insti- 
tute. Some of our members were speakers 
at the annual meeting of the Institute at 
Memphis in October, while some Institute 
members are on the program of this con- 
vention. Our society certainly appreciates 
the action of the American Institute in 
providing us with copies of its research bul- 
letins for our members. 

William W. Werntz, the Chief Account- 
ant of the Securities and Exchange Com- 
mission and his staff have continued to be 
most helpful to us through criticisms of the 
research studies of the Association. The 
Executive Committee, in turn, has en- 
deavored to be of service to the Account- 
ing staff of the Securities and Exchange 
Commission through comments on pro- 
posed accounting releases. Our Committee 
has enjoyed the privilege of this reciprocal 
arrangement. 

In general, our relations with the Ameri- 
can Institute, the National Association of 
Cost Accountants, and the Controllers In- 
stitute of America have been most cordial 
throughout the year. It might be observed 
that one of our vice-presidents, Victor H. 
Stempf, is this year’s president of the Na- 
tional Association of Cost Accountants. 

Our association has now passed two 
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milestones, a maturity of 25 years and a 
membership in excess of 1,000. These facts 
should add confidence as we approach prob- 
lems of the future. New members with 
fresh ideas must be drawn constantly into 
the fold. These should come from the Uni- 
versity and Collegiate instructional staffs 
until the saturation point is reached and 
new members from that source represent 
merely replacements. If we have anything 
to offer any group, it is certainly the in- 
structors. In fact, it is a little embarrassing 
to think of men teaching accounting but 
not affiliated with the academic society of 
their chosen field. 

New members should come also from the 
fields of public practice, private account- 
ing and governmental accounting service. 
The experience and judgment of these men 
from actual accounting service are needed 
to temper the more abstract thinking of 
teacher. The considerable number of pres- 
ent members from these sources would 
indicate the association offers something 
of value to those groups. 

Another and one of our most fertile and 
desirable sources of new men and new 
ideas is our students. They know the soci- 
ety as a result of their readings in the asso- 
ciation sponsored publications. 

Continued study must be given to many 
accounting matters that are pressing for 
solution. To mention just several, there is 
the subject of accounting education; an- 
other is accounting in the graduate school— 
is it professional or graduate training?; still 
another and one on which our society has 
been at work for some years is the matter 
of a clear statement or restatement of ac- 
counting principles. Then of course, there 
is the wide field of governmental account- 
ing to which some of our committees and 
members have been so attentive. 

Twenty years ago the accounting teach- 
er was asked sometimes by colleagues from 
other departments “is there any difference 
between bookkeeping and accounting?” 


Such a question coming from a person who 
had ever studied accounting was a reflec- 
tion on his instruction. Our teaching since 
then has educated people beyond that par- 
ticular question. Now, however, they 
sometimes ask other questions which indi- 
cate little appreciation of what accounting 
can and should be expected to do. The 
American Institute is endeavoring to do its 
part in helping to acquaint the public with 
some of the fundamentals of accounting. 
Those of us who are teachers should see to 
it that the college generation passes on to 
professional or business life with such an 
appreciation, even though we meet the 
students in but one accounting course. 
In expressing my appreciation to the 
members of the Executive and the other 
committees, I am voicing also the thanks of 
the association for the work they have done 
this past year. The members of the Execu- 
tive Committee were good team members, 
willing to carry on the heavy correspond- 
ence necessary because of the few meetings. 


Report of the Secretary-Treasurer 


Secretary-Treasurer Chamberlain pre- 
sented a report of the membership and of 
the financial condition of the Association 
which is included in the auditor’s report. 

In view of the financial condition the 
members present unanimously approved 
the transfer of $1,500 from the General 
Fund to the Life Membership Fund. 


Change of Time and Place of Meetings 


Dean L. J. Buchan presented the follow- 
ing report on the questionnaire sent to the 
members last September: 

‘An examination of the tabulation given 
below shows that 34 per cent feel that it is 
very desirable to hold joint meetings with 
the Allied Social Science Associations and 
38 per cent feel that it is fairly desirable. 
Inasmuch as this means that a total of 72 
per cent incline toward the joint meetings, 
it cannot be said that any strong feeling 


exists for a separate meeting of this asso- 
ciation. 

“While only 35 per cent favor the Christ- 
mas holiday season as a time of meeting, 
the other preferences are so divided as to 
make the results of this question insignifi- 
cant, particularly in view of the desire for 
a joint meeting which would set the time 
during the Christmas season. 

“The question as to the area in which to 
hold the meetings bought out a very strong 
feeling for the New York-Chicago areas 
generally, with an occasional meeting in 
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other sections. It may be pointed out in 
this connection that the comments at- 
tached to the report, although not statisti- 
cally important, indicated a stronger pref- 
erence for the Chicago area than for New 
York. Suggestions were also made that 
cities like St. Louis and Memphis be in- 
cluded in the Chicago area. It seems doubt- 
ful whether any time in June or September 
would be desirable to any large number of 
the members. 

“Two comments which occur frequently 
enough to justify calling attention to them 


TABULATION OF ANSWERS TO QUESTIONNAIRE ON TIME AND PLACE FOR ANNUAL MEETINGS 


I. Desirability of joint meetings with Allied Social Science Associations: 


a. Very desirable 

b. Fairly desirable 

c. Undesirable 

No preference indicated 


Totals 


II. Preferred time of meetings if held independently: 
a. Christmas Holiday season 
b. September, before opening of school 
c. June, after close of school 
d. Any other time 
No preference indicated 


Totals 


Total 
Teachers Others Number % 


99 34 
105 17 122 38 
57 17 74 


267 56 323 100 


61 13 74 23 
26 5 31 10 
8 6 14 4 


Ill. Preferred place of meeting if held during Christmas Holidays independently: 


a. New York and Chicago areas alternately 


b. New York and Chicago areas generally but with an occasional meeting 


in other sections, particularly in the South 
Miscellaneous suggestions 
No preference indicated 


Totals 


IV. Preferred place of meetings if held in June or September independently: 


a. Any convenient large city 
b. At a large resort 
c. New York and Chicago areas alternately 


d. New York and Chicago areas generally but with an occasional meeting 


elsewhere 
No preference indicated 


Totals 


V. (Omitted from this tabulation) 


VI. Recent annual meetings attended: 
Chicago—1936 
Atlantic City—1937 
Detroit—1938 
Philadelphia—1939 
None 


VIL. Not statistical 
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here may be noted in the answer to the 7th 
section of the questionnaire. There is some 
feeling that it would work a hardship upon 
teachers of accounting in liberal arts 
schools if separate meetings were held, be- 
cause it would entail attendance at two 
meetings for them which would create a 
financial burden. In addition to that, con- 
cern was expressed over narrowing the pro- 
fessional interest of those engaged in ac- 
counting instruction by having separate 
meetings.” 


Committee on Nominations 


Chairman Stevenson presented the fol- 
lowing report: 

Your committee nominates for the year 1941 
the following officers: President: Henry T. Cham- 
berlain, Loyola University, Chicago. Vice Presi- 
dents: Hermann C. Miller, Ohio State Uni- 
versity; Ralph C. Jones, Yale University; Dr. 
Scott, University of Missouri. Secretary-Treasurer, 
Robert L. Dixon, Jr., University of Chicago. 
Editor, AccouNTING REvIEw: Eric L. Kohler, 
T.V.A., Knoxville, Tennessee. Directors of Re- 
search: A. C. Littleton, University of Illinois; H. 
F. Taggart, University of Michigan.” 

(Signed) Russel A. Stevenson, Chairman 
F. H. Elwell 
W. A. Paton 
Hiram T. Scovill 
Jacob B. Taylor 


Dean Stevenson moved the above per- 
sons be placed in nomination. Motion car- 
ried unanimously. It was moved and sec- 
onded that the president be instructed to 
cast a unanimous ballot for the election of 
officers nominated. After asking for nomi- 
nations from the floor and receiving none, 
President MacFarland put the motion and 
it was carried unanimously. 

President MacFarland thanked the offi- 
cers and committee members who worked 
with him during the year. 

Henry T. CHAMBERLAIN 


Report of Auditor 

American Accounting Association: 
I have made an examination of the accounts 
and records of your treasurer, Henry T. Chamber- 


lain, for the year ended December 31, 1940. All 
records were found to have been carefully pre- 
pared and to be in good order. 

The accompanying statements of the Associa- 
tion, namely, 


Exhibit 
Fund No. Title 
General I __ Balance Sheet as at Decem- 
ber 31, 1940 
General II Statement of Income and 


Expense for year ended 
December 31, 1940 
Balance Sheet as at Decem- 
ber 31, 1940 
Statement of Income and 
Expense for year ended 
December 31, 1940 


Life Membership III 
Life Membership IV 


correctly set forth, the financial position as at 

December 31, 1940, and the operating results for 

the year ended that date for each of the funds. 
(Signed) Harry D. Kerrigan 

Northwestern University 

January 13, 1941 


Exarsit I 
AMERICAN ACCOUNTING ASSOCIATION 
Balance Sheet—General Fund 
December 31, 1940 
Assets 

Dues receivable.............. $ 503.00 
Less reserve for bad debts. ... . 406.00 97.00 
Subscriptions receivable. ..... . $ 160.80 
Less reserve for bad debts... .. 76.30 84.50 
Advertising 396.50 
22.00 

Liabilities and Nei Worth 

Deferred dues income. ................-- 181.00 
Deferred subscription income............- 869.55 
Net Worth: 


Balance December 31, 1939.. $1,620.98 
Net income for the year ended 
December 31, 1940........ 1,148.98 


$2, 769.96 
Less transfer to Life Member- 


Exursit II 


Statement of Income and Expense—General Fund 
For the Year Ended December 31, 1940 


Income: 
$4,054.00 
Subscription income......... 2,555.27 
Advertising income......... 1,227.00 
Miscellaneous income....... 2.50 $7,838.77 


N 


Total Liabilities and Net Worth. ...... $3,158.04 
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se: 
AccOUNTING REVIEW...... 


Executive committee expense 792.62 

Secretary’s compensation. .. . 350.00 

Editor’s compensation....... 350.00 

Printing, postage, stationery. 395.78 

Convention expense......... 141.95 

Clerical expense. ........... 25.00 

Bad debts—dues........... 306.80 

Bad debts—subscriptions. . . . 38.50 

Miscellaneous expense....... 113.70 6,689.79 
Net income (Exhibit I).................. $1, 148.98 

Exarsit [iI 


Balance Sheet—Life Membership Fund 
December 31, 1940 


Assets 
$5, 769.02 
Accounts receivable—mono- 

154.35 
Less reserve for bad debts. .... 38.20 116.15 
Account receivable—American Institute of 


Net Worth 
Contribution of life members: 
Balance December 31, 1939.. $1,995.00 
120.00 $2,115.00 
Transfer from General Fund: 
Balance December 31, 1939.. $2,000.00 


Surplus: 
Deficit—December 31, 1939.. $ 404.20 
Net income 1940........... 677.84 273.64 


Note: No inventory of unsold publications has been 
set up. 


Exaisit IV 


Statement of Income and Expense—Life Membership 
Fund for the Year Ended December 31, 1940 


Income: 
Sale of monographs ........ aS 
Interest on bank deposits. . 53.91 
Miscellaneous income. ...... 2.00 $3,439.49 
‘ost of Monograph No. 3.... $1, 
Promotional expense. ....... 
Distribution expense........ %6 
48.16 
Bad debts—monographs. ... . 23.50 2,584.96 


Net income before deducting AIA share of 
profit on the sale of Monograph No. 3.. 
Less AIA share of profit on the sale of Mono- 


$ 854.53 


Net income applicable to the American Ac- 
counting Association (Exhibit III)...... $ 677.84 
ScHEDULE I 


ANALYSIS OF MEMBERSHIP 
For the Year Ended December 31, 1940 


Number of members at December 31, 1939.... 937 
New mem " 
Secured in 1940 starting in 1940...... 161 
Secured in 1940 starting in 1941...... 1 162 
1,099 
Resignations in 1940................ 22 
Deaths in 2 
Dropped in 1940...............++-+- 11 35 


Balance, Membership at December 31, 1940.. 1,064 


1 
1 
1 

‘ 
) 
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ALLAN J. FISHER 


METROPOLITAN EpISON CoMPANY: RE- 
STRICTION ON DIVIDENDS ON COMMON 
STOCK; CONSENT ORDER 


A recent release of the Securities and 
Exchange Commission under the Holding 
Company Act (Release No. 2413, dated 
December 9, 1940)! raises several signifi- 
cant issues with respect to the reclassifica- 
tion of surplus and the legality and finan- 
cial advisability of dividends on common 
stock. 

The somewhat complicated background 
of this case may be sketched in briefly. The 
Metropolitan Edison Company is a Penn- 
sylvania corporation and a public utility 
operating company doing business in east- 
ern Pennsylvania. It is a direct subsidiary 
of NY PA NJ Utilities Company, which 
is controlled by the Associated Gas and 
Electric Corporation, which in turn is con- 
trolled by the Associated Gas and Electric 
Company. To complete the hierarchy, the 
latter is a subsidiary of Voting Trustees 
Under Voting Trust Agreement dated 
March 27, 1933. 

A series of resolutions adopted by the 
board of directors of the Metropolitan 
Edison Company resulted in the transfer 
of $6,111,333.00 from earned surplus® to 
stated value of common stock between 
1925 and 1931. The detail of these transfers 
is shown at the top of the next column.‘ 

The first transfer of $1,831,768.33 em- 
bodied in the resolution of February 16, 
1926, was stated to be “from the Surplus 
1SEC File No. 60-9. 

? Release No. 2413, p. 2. 

* Throughout the release the term “corporate sur- 
plus” is used to describe what is apparently earned sur- 
plus. While corporate surplus may have been the title 
used by the Metropolitan Edison Company, the distinc- 
tion between capital and earned surplus is more readily 


discernible through the use of the latter term, 
* Release No. 2413, p. 2. 


Date of Resolution 
Authorizing Effective Date A nt 
Transfer of Transfer Transferred 
Feb. 16, 1926 Dec. 31, 1925 $1, 831,768.33 
June 5,1929 June 5, 1929 1,012 ,221.67 
Nov. 26, 1929 Dec. 31, 1929 1,082 , 340.00 
April 1, 1930 Mar. 31, 1930 450 ,000.00 
uly 30, 1 July 31, 1930 200 ,000.00 
Aug. 20, 1930 Aug. 30, 1930 100 ,000.00 
Sept. 25, 1930 Sept. 30, 1930 175,000.00 
Nov. 13, 1930 Nov. 30, 1930 200 ,000.00 
Dec. 26, 1930 Dec. 31, 1930 300 ,000.00 
Sept. 28, 1931 Sept. 30, 1931 355 ,000.00 
Dec. 26, 1931 Dec. 31, 1931 125 ,000.00 
Feb. 25, 1932 Dec. 31, 1931 280 ,000.00 


or Profit and Loss Account of this Com- 
pany to Stated Capital,’’ and was evi- 
denced by a debit to “Profit and Loss 
Charges” and a credit to “Common Capi- 
tal Stock No Par.” At that time, the 
balance of net income after dividends paid 
was $1,496,018.45, but earned surplus had 
been simultaneously credited with $3,543,- 
049.12 from the revaluation of fixed assets. 
In 1926 the net income after dividends 
paid was $516,519.69, and subsequent 
transfers (starting in 1929) from earned 
surplus to stated capital came from earn- 
ings, with the explanation that “it is 
deemed to be for the best interests of the 
stockholders to have a part of said current 
surplus capitalized, thereby increasing the 
stated value of their stock.” 

Of the total of $6,111,330.00 transferred 
from surplus to stated capital, $4,279,- 
561.67 or all except the initial transfer of 
$1,831,768.33, occurred while the Metro- 
politan Edison Company was a member of 
the Associated system. It was the general 
policy of the Associated system during 
these years to plow back the earnings of 
the operating companies. The parent com- 
pany debited the investment account and 
credited an income account labeled ‘“‘Cur- 
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rent Net Earnings of Subsidiaries Trans- 
ferred to Stated Capital” for such trans- 
fers. 

Dividend disbursements of Metropoli- 
tan Edison during this period of 1925 to 
1931 had been less than yearly net income. 
However, in 1933 dividends began to ex- 
ceed the net income, and in 1934 the excess 
of common and preferred dividends over 
net income attained the figure of $1,076,- 
913.63. In this year the company, as a 
result of pressure from holders of preferred 
stock outside the Associated system, deter- 
mined upon a reclassification of its pre- 
ferred stock and the creation of a prior 
preferred stock. A petition to the Penn- 
sylvania Public Service Commission for a 
certificate of convenience authorizing the 
company to make the change was neces- 
sary, and one requirement of the petition 
was an affirmation that the amount shown 
as corporate surplus was, in its entirety, 
earned surplus. 

Still in 1934, the board of directors 
passed six resolutions on June 28, effective 
May 31, 1934, authorizing among other 
things the transfer back of the $6,111,- 
330.00 from stated capital to earned sur- 
plus. These resolutions included: 

1. A transfer from earned surplus to 
capital surplus of $3,543,049.12, the 
amount of the revaluation of fixed assets 
set up at the end of 1925. 

2. A transfer from capital surplus to 
earned surplus of $1,831,768.33, with the 
explanation that the transfer of that 
amount to stated capital on December 31, 
1925 should have been out of the surplus 
arising from revaluation. 

3. A transfer from capital surplus to 
stated value of common stock of $3,156,- 
720.00. This adjustment arose out of a sale 
of no-par common stock with stated value 
of $4,509,600.00, whereby $3,156,720.00 
of the proceeds had been credited in error 
to capital surplus. 

4. A transfer to earned surplus from 
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stated value of common stock of $4,279,- 
561.67, in order to reverse the transfers of 
June 5, 1929, to February 25, 1932, in- 
clusive. 

5. A correcting entry transferring $10,- 
475.20 from earned surplus to capital sur- 
plus (not related to the issues under con- 
sideration). 

6. Since the net effect of the five pre- 
ceding items would be to reduce stated 
value of common stock by $1,122,841.67, 
a separate resolution authorized the trans- 
fer of a corresponding amount from capital 
surplus to stated value of common stock, 
thereby leaving the stated value un- 
changed.® 

The above resolutions were passed by a 
board of directors composed entirely of 
represer tatives of the Associated Gas and 
Electric Company. The reversals of the 
earlier transfers were not approved by any 
formal action of common or preferred 
stockholders, nor were they discussed with 
the preferred stockholders. 

Relying upon this transfer, the Metro- 
politan Edison Company continued to pay 
dividends upon its common and preferred 
stock after 1934, although in the period 
1934 to 1937 such disbursements exceeded 
net income by more than $2,300,000.00. 
On September 31, 1939, earned surplus per 
the books was $919,161.01, while capital 
surplus was $20,187,371.14. According to 
the Commission, “Elimination from the 
earned-surplus account of the Metropoli- 
tan Edison Company of the $6,111,330.00 
would result in a corporate surplus deficit 
of $5,192,168.99 as of September 30, 
1939,’6 

With this as a background, the Securi- 
ties and Exchange Commission on Decem- 
ber 1, 1939, issued an order to the Metro- 
politan Edison Company to show cause 
why an order should not be entered to 
prevent the declaration and payment of 


5 Ibid., pp. 3 and 4. 
Ibid., p. 4. 


> 
5 
; 
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dividends on its capital stock.’ In the pro- 
ceedings, counsel for the Commission ar- 
gued (a) that dividends had been declared 
from unearned or capital surplus, (b) that 
the attempts of the board of directors to 
transfer $6,111,330.00 between 1925 and 
1932 from earned surplus to stated capital 
were effective, even though made without 
stockholder approval, (c) that the trans- 
fers were not attacked or subject to attack 
by either the common or preferred stock- 
holders,* (c) that once having become part 
of the stated capital, sums so transferred 
were indistinguishable from any other 
component parts of stated capital, (e) that 
transfers from stated capital would have to 
be to capital surplus and not to earned 
surplus, and (f) that consequently the 
effect of the purported retransfer of 
$6,111,330.00 in 1934 was nugatory. 

The Company, on the other hand, con- 
tended that the- original transfers from 
earned surplus to stated capital were a 
nullity because of failure to comply with 
laws of Pennsylvania requiring stockholder 
action, that the reversals of 1934 were 
proper, and that subsequent dividends 
were from earned surplus. Originally the 
Company took the position that no stop- 
page of dividends by the Commission was 
proper. Subsequently, it conceded that 
common stockholders might be estopped 
from establishing any claim to dividends, 
but that such estoppel would not extend to 
preferred stockholders,* and not to the ex- 
tent of the entire $6,111,330.00. 


7 This order was issued pursuant to Section 12(c) of 
the Public Utility Holding Company Act of 1935 and 
Rule U-12C-2 of the General Rules and Regulations 
promulgated thereunder. 

8 The Commission contended that even if the Com- 
pany’s claim that there was not a legaly valid increase 
in stated capital were conceded, ‘‘nevertheless, the 
transfers were not void and this amount became part 
of the Company’s capital, not available for dividend 
distribution.” Release 2413, p. 5. 

® “The simple justice of holding the common stock- 
holder to the duty of accumulating a sum equal to the 
present overstatement of Stated Capital for Common 
Stock .. . for the benefit of those who may have relied 


Finally, Metropolitan Edison offered 
two alternative plans for the curtailment 
of dividends on common stock. One was 
that no dividends should be paid on com- 
mon stock until earned surplus had reached 
$3,849,774.43. This proposal was based 
upon the theory that stated capital had 
been overwritten to that extent, although 
the Company still denied the existence of 
a deficit.1° The second proposal, which was 
received more favorably by the Commis- 
sion, was that no dividends should be paid 
on common stock until earned surplus 
reached $4,279,561.67, a figure obtained 
by deducting the initial transfer of $1,831,- 
768.33 from the total of $6,111,330.00 
transferred from 1925 to 1931. Since the 
$1,831,768.33 was derived from revalua- 
tion of fixed assets, counsel for the Com- 
pany contended that this amount should 
be excluded from consideration as an item 
of earned surplus, and the Commission 
conceded the point. 

The Commission made no finding as to 
whether the Metropolitan Edison Com- 


on such overstatement is made manifest when it is 
realized that the purported increases in Stated Capital 
for Common Stock were taken into the assets of the 
holding company which held that common stock (Tr. 
160), thus augmenting the showing of its equity holdings 
in the operating company which formed the basis for 
the credit of the holding companies of the system.” 
Brief of Metropolitan Edison Company, Respondent, 
49. 
: 10 The amount of $4,849,774.43 was calculated by 
taking $2,954,610.00 or the $6,111,330.00 less the 
$3,156,720.00 proceeds from the sale of aditional 
of common stock, which belonged in the account 
Stated Capital for Common Stock but was erroneously 
carried to capital surplus, plus an amount of $895,164.43 
which was transferred in 1929 from capital surplus to 
Stated Capital for Preferred Stock. The Brief of the 
Metropolitan Edison Company says in explanation: 
“This transfer without stockholder action, in our view 
of the matter, was an invalid transfer for the same legal 
reason that the transfers to Stated Capital for Common 
Stock previously referred to were invalid but the com- 
mon stockholder has likewise represented the Com- 
pany’s account Stated Capital for Preferred Stock at a 
figure which when analyzed contains an overcredit of 
$895,164.43. Under the approach we are here discussing, 
this figure should be added to the figure of $2,954,610.00 
in calculating the total sum which should be accumu- 
lated at the cost of the common stockholder.” Loc. cit., 
pp. 50-51. 


lent 


pany had an earned-surplus deficit or not, 
stating that the latter depended upon con- 
troversial interpretations of Pennsylvania 
law. However, the Commission did say 
that it appeared that payment of divi- 
dends to the common stockholders would 
result in an not “inconsiderable” impair- 
ment of the financial integrity of the cor- 
poration, and that since the Company had 
offered to restrict common stock dividends 
until earned surplus or capital was “‘effec- 
tively increased” by $4,279,561.67, the 
Commission would order such restriction. 
Moreover, since a complete readjustment 
of the financial structure of the Company 
may occur in the near future, the Com- 
mission decided to keep the record open 
and reserved jurisdiction to modify its 
findings." 

In accordance with these conclusions, 
in an order dated December 5, 1940, the 
Commission “finding that the declaration 
or payment of dividends by the Metropol- 
itan Edison Company on the common 
stock would impair the financial integrity 
of that Company” decreed that the Com- 
pany “‘is forbidden to declare or pay any 
dividend on its common stock until it has 
accumulated $4,279,561.67 in its earned 
surplus or effectively increased its capital 
by that amount.”’” 

It will be noted that none of the ques- 
tions raised in this case have been finally 
answered. Among the issues not decided 
are (1) the legality of the transfers from 
earned surplus to stated capital in view of 
the absence of stockholder approval, (2) 
the effectiveness of the purported retrans- 
fer from stated capital back to earned sur- 
plus, (3) the question of whether the com- 
mon stockholders were estopped from 
claiming dividends after 1934, and (4) the 


1 The present capitalization consists of 210,626 
shares of preferred stock with a stated value of $21,062,- 
000.00 and 360,780 shares of common stock with a 
stated value of $14,271,130.00. There is also outstand- 
ing a bonded indebtedness of $40,472,900.00. 

2 Release 2413, p. 7. 
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question of whether, in fact, a deficit or 
an earned surplus exists on the books of 
the Metropolitan Edison Company. Since 
the matter could be decided upon the basis 
of the authority of the Securities and Ex- 
change Commission to issue such “orders 
as the Commission deems necessary or 
appropriate to protect the financial integ- 
rity of companies in holding-company sys- 
tems, to safeguard the working capital of 
public-utility companies” as provided in 
Section 12(c) of the Public Utility Holding 
Company Act of 1935, and since the whole 
question would probably have to be re- 
considered if recapitalization did occur, it 
appeared to the Commission unnecessary 
to give specific answers to the above is- 
sues. However, the Metropolitan Edison 
Company apparently presented a rather 
good case in support of the contention that 
no deficit existed, and some interesting 
hearings may be in prospect when several 
of these same issues again have to be faced. 


INTERNATIONAL SALT COMPANY: DIVI- 
DENDS OUT OF SUBSIDIARY SURPLUS AT 
DATE OF ACQUISITION; AMORTIZATION OF 
BOND DISCOUNT 


An examination of the financial state- 
ments of the International Salt Company 
from 1934 to date discloses two major 
points of interest, namely, a long-drawn- 
out controversy with the Securities and 
Exchange Commission as to the treatment 
of dividends received from subsidiaries, 
and a changing concept of the amortiza- 
tion of bond discount or premium. 

The International Salt Company was 
incorporated in New Jersey on August 22, 
1901, with a perpetual charter, and in 1934 
was a holding company with six subsidiar- 
ies: 

Avery Salt Company (West Virginia) 

Detroit Rock Salt Company (Michigan) 

Eastern Salt Company (Massachusetts) 

Independent Salt Company (New York) 


International Salt Company, Inc. (New York) 
Retsof Mining Company (New York) 
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These subsidiaries operated rock salt mines 
and evaporated salt plants and handled 
the distribution of the product. Interna- 
tional Salt Company, Inc. was the most 
important subsidiary, operating two evap- 
orated salt plants, acting as selling agent 
for the Avery, Detroit, and Retsof com- 
panies in certain territories, and, through 
the Independent Salt Company, storing 
and delivering salt in the Greater New 
York territory. 

The income and earned-surplus state- 
ment of the International Salt Company 
for the year ended December 31, 1934, 
showed a balance in earned surplus at the 
beginning of the year of $4,244,882.03, 
and, after taking into consideration net 
income for 1934 of $225,591.96, a tax ad- 
justment of $1,853.23, and dividends paid 
of $360,000.00, a balance at the end of the 
year of $4,108,620.76. 

Evidently the Commission questioned 
the validity of these surplus balances, con- 


some of its wholly owned subsidiaries should be 
credited as parent company income or applied 
against parent company’s investments, and be- 
cause the effect of either treatment in the accounts 
of the parent company is not considered import- 
ant, the registrant, in order to avoid possible dis- 
cussion, has transferred the portion of dividends 
received from certain subsidiaries in years prior 
to 1934, which were in excess of the earnings of 
such subsidiaries since dates of acquisition, to the 
respective investment accounts, and amended 
financial statements giving effect thereto are sub- 
mitted herewith.’ 


The amended statement of income and 
surplus included a charge of $579,871.96 
labeled ‘Reduction for dividends received 
from subsidiaries in prior years subse- 
quently considered as returns of invest- 
ment.” The balance of surplus at the 
end of 1934 was thereby reduced from 
$4,108,620.76 to $3,528,748.80. 

The balance sheet of the parent com- 
pany was likewise amended, and showed 
the following detail as to investments in 
subsidiaries: 


Investments in securities of subsidiary companies consolidated (pledged) 


Bonds, at cost (principal amount $2,700,000)......... 


Capital stocks, at cost on basis of cash paid or principal amount of bonds or 


par value of capital stock issued therefor........... 


$11,322,493. 10 


Less dividends received from subsidiaries considered as returns of invest- 


tending that dividends had previously 
been paid by subsidiaries out of surplus 
existing at the date of acquisition. The 
public records do not reveal the details of 
the controversy. However, rather eloquent 
is the fact that more than four years after 
the original application for permanent 
registration under the 1934 Act was re- 
ceived, the International Salt Company 
filed its third amendment to such original 
application with the following comment :? 


Note: Since there may be reasonable doubt as 
to whether dividends received by registrant from 


1 SEC File 1-643-1. 

? The original application for permanent registration 
was received by the Securities and Exchange Commis- 
sion on May 3, 1935; the third amendment was dated 
June 5, 1939. 


579,871.96 10,742,621.14 


$13,095 038.01 


The profit-and-loss statements for 1935 
to 1937 were also amended under date of 
June 5, 1939. In each instance a statement 
similar to the one quoted above was in- 
cluded, and dividends received from sub- 
sidiaries were divided into those taken up 
as income, and those reducing the invest- 
ment account. A table summarizing the 
effect of such changes appears on next page. 


3 SEC File 1-643-1, Amendment No. 3 to “‘Applica- 
tion for Permanent Registration on Form 10 under 
Securities Exchange Act of 1934.” i 

4 The securities of the subsidiaries and a note receiv- 
able from a subsidiary of $392,400 were pledged as 
collateral against the First and Consolidated Mortgage 
Collateral Trust Fifty-Year Five Per Cent Bonds of 
the parent company. Of the originally authorized 
$12,000,000 of bonds, $4,714,500 were outstanding on 
December 31, 1934. 
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Balance (underlying assets per books of the subsidiaries $9,527,455.52)................- [EE 


| 


Avery Salt Co............ $ 90,000.00 $ 90,000.00 
Detroit Rock Salt Co...... 314,958.00 314,958.00 
Eastern Salt Co........... 20,000.00 20,000.00 


Independent Salt Co....... 
International Salt Co., Inc.. 
Retsof Mining Co......... 475,190.00 141,766.54 
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INCOME FROM DrivipENDs (AFFILIATED COMPANIES ONLy)® 


1936 1937 
Original Amended Original Amended 
Statements Statements Statements Statements 
$ 90,000.00 $ 90,000.00 
985.00 149/985 .00 164,983.50 164,983.50 
10, "000.00 10,000.00 4,008.75 


7,015.82 "500. 
112,500.00 210,000.00 
150,060.00 125,050.00 


It will be noted that the Avery and De- 
troit company dividends were unaffected 
by the amendments, that those of the East- 
ern Salt Company were only affected in 
1937, but that all of the dividends re- 
ceived from the Independent Salt Com- 
pany and the International Salt Co., Inc. 
and most of the dividends from the Retsof 
Mining Company had to be reclassified. 
The adjustments necessitated by these 
amendments amounted to $333,423.46 for 
1935, $269,575.82 for 1936, and $342,541.25 
for 1937. These, added to the surplus ad- 
justment of $579,871.96 for 1934 previ- 
ously described, constitute a total of 
$1,525,412.49. The cumulative effect of 
these adjustments can be observed in a 
comparison of the surplus balances before 
amendment in the several years with the 
adjusted balances: 

Surplus Bal- Surplus Bal- 


Year ance before ance after Decrease in 
Amendment Amendment Surplus 

1934 $4,108,620.76 $3,528,748.80 $ 578,871.96 
1935 4,678,784.80 3,765,489.38 913,295.42 
1936 4,497,531.12 3,314,659.88 1,182,871.24 
1937 4,685,336.72 3,159,924.23 1,525,412.49 
1938 3,118,915. 56° 

1939 2, 674, 117.718 


While the correspondence files of the 


5 Compiled from Schedule XI, Income from Divi- 
dends, 1935, 1936, and 1937 Statements (File 1-643-2). 
Income from Dividends for these years included divi- 
dends from nonaffiliated companies, ranging from 
$1,773.75 to $2,100.00 a year, not included in the above 
compilation. 

® The surplus balances did not require adjustment in 
1938 and 1939, the company apparently having con- 
ceded the question in controversy early enough to cor- 
rect the 1938 statements. Dividends paid by the parent 
company in 1938 and 1939 exceeded current earnings, 
which accounts for the decrease in surplus in those 
years. 


$453,560.82 $183,985.00 $601,533.50 $258,992.25 


Securities and Exchange Commission may 
contain a plausible defense of the com- 
pany’s earlier position in refusing to clas- 
sify these dividends as reductions in in- 
vestments rather than as additions to in- 
come, on the basis of the disclosed informa- 
tion the demand of the Commission would 
appear to be entirely legitimate and in ac- 
cordance with common accounting prac- 
tice. Gentle irony doubtless underlies the 
statement that the adjustment was made 
‘fn order to avoid possible discussion,” 
considering that the amendment was made 
four years after the original statement was 
submitted. The validity of the assertion 
that “the effect of either treatment in the 
accounts of the parent company is not con- 
sidered important” is of course open to 
question. Adjustments ranging from ap- 
proximately $270,000 to $580,000, and to- 
taling a million and a half dollars over a 
four-year period can scarcely be regarded 
as insignificant from the standpoint of 
either the company or of the stockholders, 
when the net effect is to reduce earned 
surplus by approximately one-third. It 
may also be pointed out that the effect of 
writing down the investment account was 
to bring the carrying value of investments 
in subsidiaries’ stocks considerably closer 
to the book value of the underlying assets 
as disclosed by the records of such sub- 
sidiaries.” 
Turning now to the second issue: the 
7 The book value of the underlying assets on De- 
cember 31, 1934, was $9,527,455.52, as compared with 
‘value of subsidiary stocks before adjustment 


a carrying 
of $11,322,493.10, and a after adjustment of 
$10, 742, 621.14. 
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treatment of bond discount and premium 
by the International Salt Company has 
undergone an interesting evolution. In 
the earlier stages, the company amortized 
bond discount for income-tax purposes, 
but for accounting purposes recorded no 
amortization, increasing the balance in the 
account by loss on retirement, or decreas- 
ing the balance by profit on retirement of 
the bonds. In its application for registra- 
tion, the company explained its policy as 
follows: 

Under a periodic plan of amortization, ap- 
proved by the Federal Tax Department, the 
unamortized bond discount amounted to $603,- 
164.98, as at December 31, 1934. The amount of 
unamortized discount on the books was $203,- 
924.10. The difference occurs because in accord- 
ance with this Company’s procedure, the un- 
amortized amount is not prorated over the life of 
the bonds for accounting purposes. The excess of 
the face amount of the bonds reacquired over the 
cost has not been taken into surplus but has been 
credited against the unamortized discount. The 
effect, therefore, has been to accelerate the write- 
off of the unamortized bond discount.® 


This treatment scarcely accords with 
generally accepted accounting practice. 
The Tentative Statement of Accounting 
Principles of the American Accounting 
Association recommends that the opera- 
tions section of the income statement in- 
clude debt discount and expense properly 
amortized during the year, and that the 
operations section should be followed by 
an appropriate listing in reasonable detail 
of such items as gain or loss from the dis- 
charge of liabilities at less or more than 
their recorded amount.® The Accountants’ 
Handbook in discussing the problem of 
bond redemption states: 


In general two main problems arise: (1) the 
treatment of the premium or discount on the 
bonds retired; (2) the disposition of the difference 


8 File 1-643-1, page 14 of ‘‘Application for Permanent 
Registration under Securities Exchange Act of 1934.” 
“Propositions 10 and 11,’’ THe AccounTING RE- 
VIEW, June, 1936. 
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between the book value of the bonds retired and 
the price paid in redemption. As would be ex- 
pected book value and redemption price seldom 
agree, and the difference represents an increase 
or a decrease in net worth. The premium or dis- 
count applicable to the bonds retired, which is 
still unamortized or unaccumulated, as the case 
may be, must be cleared from the books with the 
face value of the bonds to which it applies. The 
difference between book value and redemption 
price may be carried directly to surplus, or it may 
be included in the nonoperating section of the in- 
come statement. Under the regulations governing 
federal income taxation such adjustments are 
recognizable gains or losses in the period in which 
the bonds are retired (Article 68, Regulations 74), 
although the Board of Tax Appeals in several 
cases appears to have taken a different position.” 


And in “An Introduction to Corporate 
Accounting Standards’”’ is found the state- 
ment: 

Thus the redemption of a bond at less than 
recorded value involves something more than a 
realignment of the total stock equity; there is an 
actual increase in the total acknowledged amount 
of such equity without any further contribution 
by the shareholder. In the light of these considera- 
tions the increase in the stock equity realized upon 
the retirement of a liability at less than book 
value is generally treated as income and is so re- 
garded in Federal tax administration. 


Some support for the company’s position 
may be found in Warner Hord’s “Bond 
Discount and Debt Expense,”” in which 
he states that “every bond retirement re- 
sults in the disposition of a property with 
asset and equity elements each equal to the 
carrying amount of the retired bond equi- 
ty” and that as an important corollary 
“no profit and loss can be realized by the 
issuing corporation from a bond retire- 
ment transaction.” However, his second 
corrollary “That, since bond discount and 
premium are simply valuation accounts, 
they must be terminated with the retire- 


© Accountants’ Handbook, second edition (1934), 


p. 90. 
1 Page 117. 
2 ACCOUNTING REVIEW, June, 1940, pp. 211-218. 
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ment of the bonds to which they attach” 
does not imply support of a procedure 
whereby gain on retirement of one block 
of bonds is used to write off debt discount 
applicable to another block of bonds, even 
though both blocks are parts of the same 
original issue. 

It may also be contended that the pro- 
cedure adopted by the company is ultra- 
conservative, inasmuch as the bond dis- 
count was written off considerably more 
rapidly than if it had been amortized on 
the usual basis. However, the ability to 
accelerate the write-off of bond discount 
in this way can only be attributed to for- 
tuitous circumstances, and could not or- 
dinarily be considered the basis for a per- 
manent corporate policy. 

In 1936 the International Salt Company 
went one step further and charged off the 
remaining bond discount against earned 
surplus. An explanation of the step, and 
of the effect upon the profit-and-loss and 
surplus accounts of its treatment of bond 
discount is found in a balance sheet note: 


During the year 1936, the company charged 
to earned surplus $205,724.10 with respect to 
balance of bond discount as then carried on the 
books. The policy of the company since the bonds 
were issued was to reduce the amount of the un- 
amortized discount by the amount of profits, and 
to increase it by the amount of losses or premiums 
resulting from retirement of bonds; therefore, 
effect was not given in the income or surplus ac- 
counts to annual amortization of discount over 
the life of the bonds or to profits or losses result- 
ing from retirements of bonds. If bond discount 
had been prorated over the life of the bonds by 
charges against the income accounts, 1938 profit 
from current operations would have been reduced 
by $35,176.66, the latter amount being comprised 
of $28,991.36 regular annual amortization and 
$6,185.30 unamortized discount applicable to 
bonds redeemed or called for redemption during 
the year. On the basis of amortization over the 
life of the bonds, together with adjustments for 
bonds retired, the unamortized balance of dis- 
count as at December 31, 1938 would have 
amounted to $376,887.76, and the surplus account 
would have been correspondingly increased if the 
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unamortized discount had been carried on the 
books. 


The final step occurred with the retire- 
ment of the old bonds and the issuance of 
new bonds. The balance of the First and 
Consolidated Mortgage Collateral Trust 
Fifty-Year Five Per Cent Bonds due Oc- 
tober 1, 1951, amounting to $3,801,000 was 
called by the International Salt Company 
on January 14, 1939. These bonds were 
redeemable at 105, and the International 
Salt Company issued $3,800,000 of Twelve 
Year 3} Per Cent Sinking Fund Deben- 
tures, due January 1, 1951, the proceeds 
of which were used, together with other 
funds, to retire the Mortgage Collateral 
Trust Bonds.“ 

The present policy with respect to amor- 
tization is laconically expressed thus: “‘Pre- 
miums on bonds refunded and related ex- 
penses are being amortized over the life 
of the new debentures.” There may be 
some justification for spreading the pre- 
mium on retired bonds over the life of the 
new issue, since the new issue matures in 
the same year the refunded bonds would 
have matured, and since the premium paid 
can be considered a partial offset to the 
apparent interest saving evidenced by the 
difference between the 5% rate and the 
334% rate. Nevertheless, the company’s 
policy in setting up and amortizing this 
amount is in decided contrast to its refusal 
to amortize the discount on the earlier is- 
sue in the customary manner, and the de- 
cision to write all of the remaining dis- 
count off against surplus in 1936. 

An interesting restriction upon surplus 
appears in the indenture of the refunding 
issue. The indenture provides that as long 
as any debentures are outstanding, no div- 


13 File 1-643-2, Note 2 to Consolidated Balance Sheet 
December 31, 1938. 

4 Tbid., Note 2 to Consolidated Balance Sheet, De- 
cember 31, 1939. 

8 Ibid., Note 1 to Consolidated Balance Sheet, De- 
cember 31, 1939. 
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idends, other than stock dividends, shall 
be paid to stockholders which would in the 
aggregate exceed by more than $500,000 
consolidated earned income accumulated 
after December 31, 1938. In other words, 
the company’s surplus as of the date of 
the issue of the bonds is frozen, with the 
exception of $500,000, so far as availability 
for the payment of cash or asset dividends 
is concerned. On December 31, 1939, the 
amount of consolidated earned surplus so 
restricted was $1,204,558.36." 

A final point worth noting is that during 
1940 the International Salt Company de- 
cided upon the dissolution of four of its 
subsidiaries, namely, Avery Salt Com- 
pany, Detroit Rock Salt Company, Inter- 
national Salt Company, Inc., and Retsof 
Mining Company, all of which were whol- 
ly owned. The Board of Directors of each 
subsidiary adopted plans of liquidation on 
January 29, 1940, and the parent company 
made them effective by resolutions adopted 
February 28, 1940. Each plan of liquida- 
tion called for the surrender of the cor- 
porate charter, the transfer of all assets 
to the parent company, and the assump- 
tion of liabilities by the parent company.” 
It is interesting to speculate whether the 
controversy with the Securities and Ex- 
change Commission had anything to do 
with this consolidation of corporate entiti- 
ties, and what the effect will be upon the 
financial statements of the International 
Salt Company for 1940 and subsequent 
years. 


THE REPUBLIC COMPANY: STOP ORDER, 
DIVIDENDS ON PARTLY PAID STOCK AS IN- 
TEREST INCOME, INVESTMENT TRUST AC- 
COUNTING. 


In March of 1940 a stop order was is- 


6 Ibid., Note 2 to 1939 Consolidated Balance Sheet. 

1! Ibid., Form 8K for Current Reports (received 
April 8, 1940). 

1 SEC File No. 2-2. 


by the Securities and Exchange Commis- 
sion, suspending the registration statement 
filed by The Republic Company, an in- 
vestment trust.? The circumstances lead- 
ing to the issuance of the stop order are 
of sufficient general interest to warrant 
an examination of the case. 

The registrant incorporated on June 21, 
1926, in Colorado, under the name of 
“Protected Bond and Investment Com- 
pany,” with an authorized capital stock 
of 50,000 no-par assessable shares. It was 
organized for the purposes of (1) purchas- 
ing, improving and dealing in real estate, 
and (2) functioning as an investment trust. 
Between 1927 and 1931 the articles of in- 
corporation were amended several times. 
As a result, the capital structure became 
much more complicated, and the name of 
“Republic Company” was adopted. 

Between 1926 and 1931 the corporation 
sold savings and installment certificates, 
bearing either six or seven per cent inter- 
est, which provided that after twnety-four 
monthly payments the certificates could 
be surrendered for a designated cash value. 
During the latter part of this period, 1929 
to 1931, investors were also offered a $500 
unit of stock, which consisted of one share 
of common stock and four shares of 7% 
cumulative preferred stock. The sale of 
both the $500 units of stock and of the 
savings certificates was discontinued in 
1931, allegedly because of the high divi- 
dend rate on the preferred stock in the 
$500 units, and the potential cash drain 
arising out of the surrender privilege of the 
savings certificates. 

An amendment of September 30, 1931, 
authorized the issuance of preferred stock 
at lower dividend rates. This stock was 
offered, along with previously authorized 
stock, in $300, $400, and $500 units. These 
units contained a larger proportion of com- 


2 Securities Act of 1933, Release No. 2206, dated 
March 14, 1940. 
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mon stock and a smaller proportion of pre- 
ferred stock than the units previously 
sold. Most of such units were disposed of 
to holders of savings certificates and the 
previously issued $500 units, such pur- 
chasers receiving credit for all amounts 
paid in on their prior commitments, but 
relinquishing their rights under those se- 
curities. The objectives of the new offer- 
ings, to reduce the potential cash drain 
from surrender of savings certificates, and 
to reduce the dividend rate on preferred 
stock, were thereby attained. 

In order to understand some of the ob- 
jections raised by the Commission, it is 
necessary to refer more particularly to the 
way the company accounted for the sale 
of these units. The most popular block was 
the $300 unit, which consisted of two 
shares of Class A common stock with a par 
value of $100 per share, and one share of 
no-par common stock with a stated value 
of $10. Since par and stated values of stock 
totaled only $210, the transaction involved 
a premium of $90. Some 2% of sales were 
for cash, but the more common transac- 
tion included a down payment, a credit 
to the purchaser’s account of any amounts 
previously paid in on $500 units or savings 
certificates, and a note for the unpaid bal- 
ance. The note provided for 50 equal pay- 
ments, contained no acceleration clause 
in case of default, and did not specify any 
interest rate. The note, however, did state, 
“This note is secured by certificates of 
shares of stock in The Republic Company 
and the dividends on the stock may be re- 
tained as the total interest hereon until 
the principal is paid.’” 

The entries made for such a sale in- 
cluded a debit to cash, a debit to a stock 


* The most popular biock, the $300 unit, contained 
no preferred stock, the $400 unit contained two shares 
of preferred, one of Class A common stock and one of 
no-par common stock, and the $500 unit contained four 
shares of preferred stock and one share of no-par com- 
mon stock. 

* Release No. 2206, p. 3. 
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or certificate account if an exchange of old 
units or certificates for the new unit were 
involved, a debit to notes receivable for 
the unpaid balance, a credit to the proper 
capital-stock accounts for the par or stated 
value of the securities sold, and a credit 
to deferred premium for the excess of the 
purchase price over the par and stated 
values. This was followed by a debit to 
deferred premium and a credit to paid-in 
surplus for the amount of cash received 
provided the latter did not exceed the 
amount of the deferred premium, and then 
a debit to paid-in surplus and a credit to 
cash for the amount of the underwriting 
commission. The underwriting commis- 
sion was 10% of the selling price of the 
unit, exclusive of the stated value of the 
common stock, and was also paid on the 
instalment plan in some instances. 

To illustrate the above procedure, in 
one transaction involving the sale of 23 of 
the $300 units for $750, the entries were: 


Note Receivable................ 675.00 
erred Premium............ $225.00 
Class A Common Stock....... .00 
No Par Common Stock........ 25.00 
Deferred Premium.............. 75.00 
Paid-in Surplus............... 75.00 
Paid-in Surplus................. 25.00 
25.00 


(For underwriting commission) 


In this transaction, the total under- 
writing commission was $72.50 (10% of 
$725.00, or $750.00 less the $25.00 stated 
value of 2} shares of no par common). The 
deferred premium account consequently 
still contained $47.50 of deferred commis- 
sions.5 

The Commission cited a number of de- 
ficiencies in the registration statement, 
such as failure to disclose the extent to 
which certain officers were profiting by 
their association with the corporation, mis- 
leading information as to the net proceeds 
of new issues and the uses to be made of 


5 Tbid., p. 4. Entries slightly adapted. 
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such proceeds, failure to disclose informa- 
tion with respect to affiliates and subsid- 
iaries, etc.6 From an accounting stand- 
point, the most important questions raised 
concerned whether stock sold for notes 
could be considered fully paid, and whether 
the accounting procedure followed by the 
company resulted in overstatements of 
notes receivable, paid-in surplus, and 
earned income and surplus. 

Item 19 of the registration statement re- 
quires, among other things, a statement 
of the portion of capital stock which is 
paid up, and the total capital stock and 
paid-in surplus. The Republic Company, 
in filling out this portion of the registra- 
tion statement, included shares sold for 
notes as paid up capital. 

According to the Commission, 

In substance, the transaction in which the 
unpaid balance of the sales price of the stock was 
evidenced by a note of the purchaser was equiva- 
lent to a sale of the stock on an instalment basis, 
in which the issuer retains the stock and dividends 
thereon are withheld until it is fully paid.... 
Nominally, the purchaser forfeits his right to divi- 
dends in lieu of interest payments on his note; 
actually, the purchaser, as in an instalment con- 
tract, merely contracts to pay the unpaid balance 
of his purchase price and agrees that in the interim 
he shall not possess the rights of a stockholder.’ 


The Commission concluded that since 
the transaction was an instalment sale, 
the stock could not be considered as fully 
paid, and that the answer of the registrant 
to Item 19 was materially misleading on 
this point. The Commission further stated 
that it made no difference whether the 
courts of Colorado followed the majority 
view that a note does not constitute ‘“‘mon- 
ey or property actually received’’* or the 


6 Ibid., pp. 6-16. 

Ibid., p. 7. 

8 Article XV, Section 7, of the Constitution of Colo- 
rado contains a provision that ‘‘no corporation shall 
issue stocks or bonds, except for labor done, services 
performed, or money or property actually received, and 
all fictitious increase of stock or indebtedness shall be 
void.” The Commission, in support of its own viewpoint, 
cited the case of Boldt v. Motor Securities Co., 74 Colo. 
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minority rule that a note is property, 
“Capital stock paid up” as used in Item 
19 means stock for which the purchaser 
has paid in full, and “If the purchaser is 
obligated to the issuer to pay a portion of 
the purchase price of the stock, that stock 
cannot be deemed ‘paid up.’’”® 

One of the assets shown on the balance 
sheet of the Republic Company was 
“Notes Receivable from the sale of Capi- 
tal Stock” $246,384.67. In a schedule ap- 
pended to the balance sheet but not in- 
cluded in the prospectus the registrant 
said in part: 


The notes are secured by the Stock Certificates 
and the stated, or par value, of the Stock, in most 
cases, is in excess of the balance due on the note. 

. Due to the fact that the pledged security and 
the reserve is considered adequate, the notes, none 
of which have matured, which are considered un- 
collectible, have not been charged off.!° 


Actually, the notes were extremely doubt- 
ful of collection; 425 out of 545 were delin- 
quent at the time the financial statements 
were submitted. The corporation had made 
no investigation of the financial standing 
of the makers of the notes and had no in- 
tention of pressing delinquents for pay- 
ment. 

The Securities and Exchange Commis- 
sion suggested that the preferable account- 
ing treatment was to set up a capital 
account, such as capital stock subscribed, 
for the amount of the subscriptions, and 
to deduct therefrom the unpaid balances 
as represented by the notes receivable.” 


55, 218 Pac. 743 (1923) in which the Colorado Supreme 
Court did not distinguish between an ordinary subscrip- 
tion contract and a note in determining the liability of 
a purchaser of stock. 

® Release = 2206, p. 8. 

10 Tbid., p.1 

This” involves some difficulties when 
stock with a par or stated value is sold, as here, at a 
premium. It is usually considered proper to credit capi- 
tal stock subscribed at par or stated value, and create a 
premium or deferred premium account at the same time. 
Since the notes were based upon the full subscription 
price including premium, a deduction of notes receiv- 
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It conceded that the notes might be car- 
ried as an asset, but only at their realiz- 
able value, which was below face in this 
instance. The fact that the notes were se- 
cured by the company’s stock did not 
materially change the situation, since it 
was admittedly difficult, if not impossible, 
to sell much of the stock for cash. 
Objection was also raised to the treat- 
ment of paid-in surplus on the registrant’s 
books. When stock was sold at a premium, 
the proper amount was credited to de- 
ferred premium. The first cash payments 
on subscriptions were then considered as 
collection of the premium, and a corre- 
sponding amount transferred from deferred 
premium to paid-in surplus. The Commis- 
sion very justifiably concluded ‘‘we cannot 
view with favor registrant’s practice of 
crediting paid-in surplus with the first 
monies received on the purchase price of 
units.” It recommended that collections 
should be considered to apply on the par 
or stated value of stock until such amounts 
were paid in full, and that only subsequent 
collections should be considered paid-in 
surplus. The less conservative plan of con- 
sidering each collection to be in part a pay- 
ment on par or stated value and in part a 
payment constituting paid-in surplus was 
suggested as an alternative by Counsel to 
the Registration Division of the Securities 
and Exchange Commission. The Commis- 
sion did not regard this suggestion with 
much favor, but stated that it would be 
much preferable to the method actually 
followed by the registrant. The differences 


able from capital stock subscribed would not result in a 
correct figure for amounts paid in on subscriptions. If 
the requirement of par or stated value in the capital 
stock subscribed account were waived, and the sub- 
scribed account set up at the full figure, this objection 
would be overcome, but the premium account would 
have to be set up as collections occurred. An acceptable 
alternative would appear to be to set up capital stock 
subscribed at par or stated value, and a deferred pre- 
mium account for the premium. The balances of these 
two accounts could be added, and the amount of notes 
receivable deducted, resulting in the proper amount 
paid in on partially paid stock. 


among the three methods can be illus- 
trated by reference to the stock transac- 
tion previously described. In this instance 
the down payment was $75 or 10% of the 
purchase price of the block of stock. The 
company, following its usual practice, 
transferred $75 immediately from deferred 
premium to paid-in surplus. Under the 
Commission’s recommendation, no trans- 
fer from the deferred premium account 
would occur until after the $525 par and 
stated value of stock subscribed had been 
paid in full. Under the alternative proposal 
of the Counsel for the Registration Divi- 
sion, 10% of $525 or $52.50 would be con- 
sidered payment on stock, and 10% of 
$225 or $22.50 would be considered as 
paid-in surplus.” 

Another peculiar quirk in accounting 
cropped up in the treatment of earned- 
surplus and earned-income accounts. As 
indicated earlier, when stock was sold on 
the instalment plan and notes accepted in 
part payment, dividends were withheld on 
such stock and considered as interest on 
the notes. However, the Republic Com- 
pany not only considered the dividends as 
interest but recorded them on the books 
as such, crediting an account called “In- 
come received on notes receivable from 
capital stock.” The account was closed 
through profit and loss to earned surplus, 
and of course inflated both accounts. Such 
“dividend-interest”” (to use the SEC’s 
term) was a major item of reported income 
in several years, and even in some in- 
stances converted an actual loss into an 
apparent profit. 

The registrant not only replenished its 
earned surplus account in this fashion, but 


2 The similarity of these three proposals to the three 
methods ordinarily discussed in conjunction with ac- 
counting for profits on instalment sales is obvious. 
(Cf. Finney, Principles of Accounting, Vol. I, Inter- 
mediate—1934—p. 231.) However, in the sale of stock 
at a premium there appears to be much less justification 
for dividing collections on a pro rata basis than in the 
ordinary instalment sale. The Commission’s first recom- 
mendation seems to be by far the most meritorious. 
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also utilized its paid-in surplus as a source 
of dividend payments in order to conserve 
earned surplus. The process is illustrated 
in the release by the following example: As- 
sume that 10,000 shares of stock have been 
issued and that of these 2,000 or 20% are 
held as collateral on notes. Assume also 
that a dividend of $5,000 is declared out 
of earned surplus. Of this $4,000 will be 
paid out in cash, but $1,000 will be con- 
sidered interest income and returned to 
earned surplus. When the next dividend 
of $5,000 is declared, $4,000 could be 
charged against paid-in surplus and only 
$1,000 against earned surplus. Again $1,000 
will be onsidered as interest income and 
will be returned to earned surplus. “By 
replenishing its earned surplus account in 
this manner, registrant kept itself in a 
position to declare dividends, the process 
being limited only to the extent that cash 
was constantly being drained off to pay 
dividends on those shares of stock out- 
standing against which no notes were 
held.”"* Another limitation not mentioned 
by the Commission would be the amount 
of paid-in surplus available for dividend 
distributions. The extent of the trans- 
actions plowing back “dividends” into 
earned surplus is indicated by the follow- 
ing table: 
8 Loc. cit., pp. 14-15. 
4 Release 2206, footnote 19, p. 15. 


Tbid., p. 17. 
6 Tbid., p. 18. 


Amount 
Date of Dividend Amount Retained 
Declaration Paid Out as Interest 


Jan. 15, 1932 $ 7,415.32 $7,324.93 $ 90.39 


July 15,1932 8,315.52 7,787.38 528.14 
Jan. 15,1933 8,549.01 8,059.79 489.29 
July 15, 1933 11,192.46 8,099.74 3,092.72 
Jan. 15, 1934 13,904.41 8,416.52 5,487.89 
July 15, 1934 13,557.37 7,287.73 6,269.64 
Jan. 15,1935 14,388.01 7,223.51 7,164.50 
July 15,1935 14,983.10 7,308.87 7,674.23 


As a result of the several matters men- 
tioned above, to which serious objections 
were raised, as well as others not herein 
considered, the Commission concluded: 


We believe that the public interest requires 
that we issue a stop order. The deficiencies in the 
registration statement are numerous and serious, 
Many persons purchased securities from the regis- 
trant while its defective registration statement 
was in effect. Those persons had a right to rely 
upon the representations made in the registration 
statement. They also have a right to know that 
some of those representations were materially 
false. The most effective method available to the 
Commission of bringing the deficiencies in the 
registration statement to the attention of those 
persons is the stop order. It is likewise the most 
expeditious manner of apprising potential inves- 
tors of the deficiencies. Under these circum- 
stances, we do not believe that we would be war- 
ranted in dismissing the stop order proceeding." 


In accordance with this finding, a stop 
order was issued by the Securities and Ex- 
change Commission on March 13, 1940, 
suspending the effectiveness of the regis- 
tration statement of The Republic Com- 
pany."* The stop order was still in effect 
in February, 1941. 


THE ACCOUNTING EXCHANGE 


TEACHING ACCOUNTING 
WITH MICROFILM 


During eighteen years of studying and 
teaching accounting, I have been im- 
pressed by the following: 

1. In the past score of years the teaching of 
accounting has been characterized by more 
change than progress. 

2. Accounting teachers pay little attention to 
improvement in or even knowledge of teach- 
ing methods. 

3. The percentage of poor or failing students 
in accounting seems unnecessarily high. 


Accounting teaching can be divided into 
two phases: the classroom phase and the 
textbook phase. For many years account- 
ing has been taught by the lecture method, 
the laboratory method, or by some com- 
bination of the two. Numerous arguments 
could doubtless be advanced for the use of 
any one of these in preference to the 
others; but, in a given school, the choice of 
method is more likely to be governed by 
considerations of convenience than by in- 
sistence upon the most effective teaching 
method. In any event, while individual 
schools have changed methods from time 
to time, it would probably be difficult to 
prove that any progressive changes have 
been made in the methods themselves. 
That is to say, the lecture method today 
is substantially the lecture method of 
twenty years ago, etc. 

More change has been evident in ac- 
counting textbooks. One notes, through 
the years, the advent of the “journal ap- 
proach,’’ the “ledger approach,” the “‘bal- 
ance sheet approach,” and various hybrid 
approaches. Each has been heralded with 
criticism (pro and con); and each has 
launched an epidemic of new texts or re- 
visions. None can be said to have revolu- 
tionized accounting teaching nor to have 
made any really substantial contribution 
thereto. Of course no one supposes that 


texts are written to contribute to better 
teaching. 

Accounting teachers are indifferent to 
method. This is, perhaps, less true of high 
school teachers than of collegiate in- 
structors, for the former have been ex- 
posed to “methods” courses in qualifying 
for teachers’ certificates. College faculties, 
in general, scorn the study of teaching 
method. College teachers are born. The 
Ph.D. or the C.P.A. are, per se, effective 
accounting teachers (although none of the 
requirements for either degree insure that 
the holder can orally present a complete 
thought). Our own American Accounting 
Association exemplifies this complacent 
assumption of inherent teaching ability in 
its religious avoidance of discussion of 
teaching method in convention sessions. 

Accounting students work too hard for 
too little. They spend long hours on even 
ordinary assignments, yet as many as 20% 
fail and another 60% do not carry away 
enough accounting knowledge to evoke 
cheers in any quarter. For much of this, 
of course, students can blame themselves; 
but too much of it can be traced to ig- 
norance and apathy of teachers with re- 
gard to method. 

As a student I found accounting difficult 
and I have not yet admitted that I was 
wholly responsible. As a teacher I have 
continued to feel that students are not 
receiving their best dollar’s worth in my 
own or other accounting courses. I have 
particularly objected to the shortcomings 
of blackboard presentation in the class- 
room. 

Blackboard writing, while apparently in- 
dispensable in accounting, is time-consum- 
ing, contributes to restiveness in the class 
while the teacher’s back is turned; and the 
final results may be legible or not depend- 
ing upon the instructor’s patience and skill 
in writing. If several classes in the same 
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course are handled by the same instructor 
in a given day, the same illustrations must 
be repeated, with probable decreasing care 
in each succeeding writing. 

For several years I devoted considerable 
thought to invention of a substitute for 
blackboards in accounting classes. At one 
time I seriously considered preparing a 
series of the most frequently used illus- 
trations (statements, forms, problem solu- 
tions) to be mounted on rollers. These 
would have been hung in the classroom 
like the map series employed in history or 
geography courses. Then I wavered in- 
decisively between a projector for slides 
and Bausch and Lomb’s “Baloptican.” 

Finally, in July, 1939, I encountered a 
salesman for a firm which devotes most of 
its efforts to photographing public records 
and preserving them for posterity on 35 
mm. film—and microfilm. Still pictures on 
a continuous strip of film! I spent the next 
two months (sparetime hours) preparing 
illustrations—solutions to problems, state- 
ments, forms, definitions and rules (even 
the solution to a practice set)—on 83” X11” 
paper. All were prepared in long hand (so 
as to closely approximate in appearance 
the work to be done by the students) with 
india ink and ruler, except for some actual 
illustrative statements of existing con- 
cerns. One hundred ten different ‘“‘views’’ 
were prepared and photographed in a se- 
quence which corresponded with the ar- 
rangement of material in the textbook 
which I was using. On 12 feet of film I had 
a semester’s illustrations. The film and a 
projector were acquired from my own 
funds: total cost (ignoring my own labor) 
was approximately $85.00. Film cost alone 
was but $14.00 for two positives. 

In September, 1939, I introduced the 
film to about 160 freshmen in four classes 
at Indiana University. I was provided a 
classroom (capacity about 80 people) with 
painted windows, in which there were nine 
ceiling lights in three rows. Each row of 


three lights was controlled by an inde- 
pendent switch; so I could extinguish the 
front and middle rows while using the pro- 
jector. In the remaining light students and 
screen were sufficiently visible. 

For about 12 weeks I used the projector 
almost daily (eliminating about 90% of the 
usual chalk talk) without emphasizing that 
the method was unique. Doubtless many 
of those freshmen thought that the pro- 
jector was standard equipment in the ac- 
counting department. 


Then one day I presented the students 
with a mimeographed form containing the 
following: 

1. Do you think that the use of film in this 

course should be continued? 

2. Do you think it would be useful in other 

courses? 

3. Remarks. ... 

(Do not sign your name to this sheet.) 


Anticipating the presence of some dis- 
gruntled students (believing it impossible 
to please everyone) I would have settled 
for 70% affirmative answers to question 
one (although I was secretly confident of 
about 85%). There was not a single nega- 
tive reply (nor a single name signed to a 
paper)—100%! 

Students’ remarks stressed greater clar- 
ity of the subject matter; and about 65% 
thought use of film should be extended to 
other courses (but specific suggestions 
were few). 

From my own observation I would list 
the following benefits from use of the film: 

1. Economy of class time—5 to 10 minutes 
saved in a class period by virtual elimina- 
tion of blackboard writing. 

2. Economy of effort and reduction of mus- 
siness attendant upon the use of chalk. 

3. Greater teaching effectiveness of long-hand 
illustrations (students seem to observe bet- 
ter how to prepare their own longhand solu- 
tions). 

4. More attentiveness (I feared some might 
sleep in the dimness, but attention was as 
rapt as at a “horse opera’’). 

5. A “lift” in class morale. Students appar- 
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gressive teaching device. (Perhaps the 
novelty supplied the stimulus.) 

6. Variety of material presentation. Verbal 
matter, forms, charts, pictures, etc. may be 
included. 


The experience convinces me that micro- 
film offers the first substantial contribution 
to accounting teaching in many years. 

There are, of course, certain limitations 
or disadvantages to accompany the bene- 
fits. Greatest is the limitation upon the 
amount of material which can be placed in 
one of the film “‘views.’’ Writing or print- 
ing in illustrations must be somewhat 
larger than ordinary handwriting, so that 
when photographed and projected it will 
be legible for a reasonable distance. An 
illustrative (“‘account’” form) balance 
sheet, for example, can not have more than 
about 20 account titles on a side (when 
prepared on 83”X11” paper). Illustrative 
worksheets or multicolumnar journals 
(such as a voucher register) must be con- 
fined to the minimum of essentials. 

Other disadvantages are the cost (negli- 
gible if assumed by the school), time in- 
volved in preparation of materials for 
photographing, and the necessity for 
adapting a classroom for projection. None 
of these present major obstacles. 

I would not suggest to those who may 
be interested in using microfilm that they 
employ their own funds for the purpose. 
While I feel quite repaid in personal satis- 
faction with the results of the method, I 
fear that my somewhat unprecedented ex- 
penditure of time and personal cash only 
convinced Indiana University of the 
familiar truth that a fool and his money 
enjoy but brief acquaintance. 

RICHARD E. STRAHLEM 


ACCOUNTING INSTRUCTIONAL STAFFS 
IN COLLEGES AND UNIVERSITIES 


Certain questions arise from time to 
time about the qualifications of individuals 
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who teach accounting in colleges and uni- 
versities. These questions arise among 
business men, practicing accountants, ac- 
counting faculty members, and other 
faculty members. This article is written in 
an attempt to present reported data about 
the preparation of the individuals who 
teach accounting in certain colleges and 
universities. 

The information contained in this article 
is taken from Faculty Personnel, A Direc- 
tory of the Instructional Staffs of the Member 
Schools, 1940' of the American Association 
of Collegiate Schools of Business. Accord- 
ing to the 1940 directory, there are fifty- 
two schools of business administration or 
commerce? holding membership in this 
organization. 

The faculty members are listed ia the 
directory according to the college or uni- 
versity in which they are teaching. The 
following information is included about 
each faculty member: Rank, degrees held, 
teaching and nonteaching experience, con- 
tributions to journals, books or mono- 
graphs published, and field of specializa- 
tion. 


1 Charles C. Fichtner, Editor, University of Arkan- 
sas, Fayetteville, Arkansas. 

* The following are reported as member schools: 
University of Alabama, University of Arkansas, Boston 
University, University of Buffalo, University of Cali- 
fornia (Berkeley), University of California (Los An- 
geles), University of Chicago, University of Cincinnati, 
University of Colorado, Columbia University, Dart- 
mouth College, University of Denver, University of 
Florida, Fordham University, University of Georgia, 
Harvard University, University of Illinois, Indiana 
University, State University of Iowa, University of 
Kansas, University of Kentucky, Lehigh University, 
Louisiana State University, Marquette University, 
Miami University, University of Michigan, University 
of Minnesota, University of Missouri, University of 
Nebraska, College of the City of New York, New York 
University, University of North Carolina, University 
of North Dakota, Northwestern University, Ohio State 
University, University of Oklahoma, University of 
Oregon, University of Pennsylvania, University of 
Pittsburgh, University of Southern California, Southern 
Methodist University, Stanford University, Syracuse 
University, Temple University, University of Texas, 
Tulane University, University of Utah, University of 


Virginia, University of Washington, Washington Uni- 
versity, Washington and Lee University, and Univer- 
sity of Wisconsin. 
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TABLE I 


AccouNTING FACULTY MEMBERS 
CLASSIFIED ACCORDING TO RANK 


reporting the number of such individuals, 
In addition, other schools follow the policy 


Rank Number Per Cent of giving advanced graduate students the 
Se ai” 48 44 rank of instructor, even though they may 
Assistant Professors. . 43 13.0 continue in the particular teaching posi- 
29'2 tion until they have completed their 
Lecturers............0- 58 17.5 graduate work. 
332 100.0 Table II is a classification of the highest 


Table I indicates that there are 332 in- 
dividuals teaching accounting who have 
the rank of lecturer or higher. In deter- 
mining whether or not an_ individual 
teaches accounting, the reported rank is 
used. That is, if the individual is listed as 
an instructor in accounting, it is assumed 
that he teaches accounting. All colleges 
and universities, except one,’ listed the 
rank in accounting. One should not con- 
clude, however, that the 332 individuals 

“reported represent the entire permanent 
accounting instructional staffs in the 
fifty-two schools. As is well known, a num- 
ber of institutions employ graduate stu- 
dents to give a portion of the accounting 
instruction. No provision was possible for 
* It is assumed in this particular university that if the 


individual’s reported field of specialization is account- 
ing, then he is teaching accounting. 


degree or degree combination held by each 
of the 332 individuals teaching accounting 
A breakdown of these is also made for each 
rank. The highest degree or degree com- 
bination used in classifying each individual 
was: C.P.A. (only); Ph.D. (only); LL.B. 
or J.D. (only); Ph.D. and C.P.A. (com- 
bination); M.A., M.S., or M.B.A. (only); 
and B.A. or B.S. (only). Combinations of 
Ph.D., M.S., or M.B.A., and B.A. or BS. 
are not considered, because it is assumed 
that if the individual possesses a Ph.D. 
that he has the bachelor and/or master’s 
degree. Similarly, other degrees were not 
considered in the C.P.A. and LL.B. or 
J.D. classification. The LL.D. degree, 
which is an honorary degree, is not con- 
sidered in the classification. 

Table III is a table of the teaching ex- 
perience of each of the 332 individuals. 
A breakdown is made for the experience 


TABLE II 
AccouNTING FacutTty MEMBERS 
CLASSIFIED ACCORDING TO DEGREES HELD 


Rank 
Highest Degree Total 


or Degree Com- Professors Assoc. Profs. Asst. Profs. Associates 
bination No. Pe Pe Neo: Pa No Pe Me. Fer 


Instructors 
No. Per No. Per 


Cent Cent Cent Cent Cent Cent Cent 
28 $4 18:5 6:3 1: 25:0 3 331 0 0.0 
LL.BiorJ.D:... 9 2.8 2 2.4 1 2.0 2 4.7 tr 626:0 2 2.0 1 1.8 
Ph.D. andC.P.A. 27 9 18.8 3 7.0 0 0.0 0 0.0 
M.A., M.S., or 
C.P.A.andL.L.B. 
he 12 &7 3 RT 2 4.1 1 2.3 0 0.0 2 2.0 4 6.9 
BA @ERS...... 46 13:6 2 2.4 2 4.1 2 4.6 1 25.0 26 26.9 12 20.6 
None ane ae 0.6 0 0.0 0 0.0 0 0.0 0 0.0 0 0.0 2 3.4 
332 100.0 82 100.0 48 100.0 43 100.0 4 100.0 97 100.0 58 100.0 
* Includes one individual with a % C.S. degree. 


t Includes three individuals with D. 
# Includes one individual with an L.L.B. degree. 
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TaBLeE III 
TEACHING EXPERIENCE OF ACCOUNTING FACULTY MEMBERS 
Rank 
Total 

Years Professors Assoc. Profs. Asst. Profs. Associates Instructors Lecturers 

No. Per No. Per No. Per No. Per No. Per No. Per No. Per 

Cent Cent Cent Cent Cent Cent Cent 

Less than 5...... SR: Ab27 0 0.0 0 0.0 2 4.7 1 25.0 35 36.1 14 24.1 
5-9 SS 15.1 1 Ke: 4 8.3 11 25.6 2 50.0 20 20.6 12 20.7 
See 54 16.3 7 8.5 7 14.6 11 25.6 0 0.0 18 18.6 11 19.0 
70 21.1. 22. 25:6 135 27:1. ih: ii 2330: 9 15.5 
20 or over....... 106 31.8 53 64.7 24 50.0 8 18.5 0 0.0 9 9.2 12 20.7 
332 100.0 82 100.0 48 100.0 3 100.0 4 100.0 97 100.0 58 100.0 

TABLE IV 
NONTEACHING EXPERIENCE OF ACCOUNTING FACULTY MEMBERS 
Rank 
Total 

Years Professors Assoc. Profs. Asst. Profs. Associates Instructors Lecturers 

No. Per No. Per No. Per No. Per No. Per No. Per No. Per 

. Cent Cent Cent Cent Cent Cent Cent 

Less than 5..... 170 51.2 31 37.8 30 62.5 28 65.1 3 75.0 64 66.0 14 24.1 
43 12:7 5 6.1 8 16.7 9 20.9 i Be mis 8 13.8 
ee 26 7.8 6 7.3 4 8.3 1 2.3 0 0.0 7 wiz 8 13.8 
2 4.2 3 7.0 0 0.0 8 8.3 13 22.4 
20 orover....... 4 8.3 2 4.7 0 0.0 7 12% 
332 100.0 82 100.0 48 100. 43 100.0 4 100.0 97 100.0 58 100.0 


of the individuals in each rank. A list of 
the subjects taught in each position is not 
given in the directory. Therefore, one 
should not necessarily assume that the 
entire teaching experience is in the field of 
accounting. Experience is reported in the 
directory by giving the dates for each 
teaching position held, that is, for example, 


| 


Table V is a distribution of the individ- 
uals reporting publications. For example, 
127 individuals report the publication of 
books or monographs. Of these 127, 47.2% 
are professors. The remaining computa- 
tions in the table are to be interpreted in 
a similar manner. 


1915-30. It is assumed that this experi- oF Facutty 
ence is exclusive, that is, fifteen, rather Books or Contributors to 
than sixteen years. Rank Monograpte 
Table IV is a table of the nonteaching No. PerCent No. PerCent 
experience of each of the 332 individuals. Professors......... 60 47.2 65 41.7 
A breakdown is made of this experience of ASociate 
each of the individuals in each rank. Since Associates......... 0 0.0 : 1.3 
the exact type of nonteaching experience 
is not reported in the directory, one should — a ae 
not necessarily assume that this experience a = ae 
y assu pe — 


is in the field of accounting. 

Some individuals, particularly lecturers, 
reported teaching and nonteaching expe- 
rience concurrently. Both of these types of 
experience are included, therefore, in 
Tables III and IV. 


Table VI gives the percentage of in- 
dividuals in each rank reporting the pub- 
lication of books or monographs or con- 
tributing to journals. In interpreting these 
percentages, it may be helpful to refer to 
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TABLE VI 
AccoUNTING FACULTY MEMBERS CLASSIFIED ACCORD- 
ING TO PERCENTAGE OF TOTAL OF EACH 
REPORTING PUBLICATIONS 


Books or Contributors 

Rank Monographs to Journals 
79.3 
Associate Professors... . . 50.0 58.3 
Assistant Professors... . . 44.2 62.8 
0.0 50.0 
16.5 21.2 


Table I is a tabulation of the 332 account- 
ing faculty members according to rank. 

A tabulation is not included for the 
fields of specialization, since the majority 
merely listed “accounting” as the field of 
specialization. It would seem, therefore, 
that such a tabulation would be of little 
significance. 


It must be recognized that the data re- 
ported in the directory does not give all 
that might be desired for a complete study 
of the preparation and experience of these 
individuals. For example, it would be in- 
teresting to know whether those individ- 
uals who have a Ph.D., M.A., M.S., or 
M.B.A. did the major portion of their 
graduate study in the field of accounting. 
It would also be of interest to know just 
how many years each individual has been 
engaged in teaching only accounting and 
to know how many years of the non- 
teaching experience was made up of actual 
accounting experience. 
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PROFESSIONAL EXAMINATIONS 


dy A Department for Students of Accounting 
ese 

in- Henry T. CHAMBERLAIN 

id- 


or HE FOLLOWING problems are the 
second part of the November, 1940, 


ng. C.P.A. examination prepared by the 
Ist Board of Examiners of the American Insti- 
en tute of Accountants. The examinees were 
nd required to solve all problems in six hours. 
n- The weights assigned to the various prob- 
lal lems were as follows: problem 1, 10 points; 


problem 2, 20 points; problem 3, 20 points; 
problem 4, 20 points; problem 5, 30 points. 


No. 1 


From the following trial balances of a 
wholly owned subsidiary prepare a state- 
ment of sources and application of funds: 

January 1 December 31 


Assets 

Current assets............ $ 400,000 $ 501,000 

Fixed assets, less reserve... 1,000,000 1,016,000 

Deferred charges......... 50,000 40,000 

$2,100,000 $1,617,000 

Liabilities 

Current liabilities......... $ 200,000 $ 250,000 

Capital surplus........... 300 ,000 _ 

Earned surplus........... 700 ,000 — 

,000 

Intercompany account... . 100,000 1,367,000 
$2,100,000 $1,617,000 


On March 3ist $600,000 of goodwill was 
charged off—$300,000 to capital surplus 
and $300,000 to earned surplus. 


In the first half of the year the sub- 
sidiary bought the assets of a business, 
consisting of $100,000 equipment and 
$50,000 inventory and accounts receivable. 
The amount paid was $170,000, the excess 
of $20,000 being considered the value of 
the goodwill acquired. 

Old machinery was sold for $1,000; it 
had a book value of $12,000 and $8,000 
depreciation had been provided. 

On June 30th, the subsidiary company 
was dissolved and made a division of the 
parent company. Its accounts were con- 
tinued in a separate divisional ledger. 

A net profit of $317,000, after providing 
$80,000 depreciation and $10,000 for 
amortization of goodwill, had been made 
and was credited to intercompany account. 

The deferred charges consist of unex- 
pired insurance and prepaid current ex- 
penses. 

The solution to this problem will be 
graded with special regard to form. 


No. 2 


The balance-sheets and profit-and-loss 
statements of John Doe Manufacturing 
Company and its wholly owned subsidiary, 
Blank Sales Company, were submitted as 
follows: 


BALANCE SHEETS—DECEMBER 31, 1939 


John Doe Blank 
Assets Mfg. Co. Sales Co. Combined 

U. S. Government bonds—at cost, not in excess of market value....... y 100, 400, 
Trade accounts receivable: 

Inventories—at the lower of cost or market.................02eeeeee ,000 200 ,000 j 
Investment in 1,000 shares of common stock, $5 par value, of John Doe 

Mfg. Co. (carried at the cost of the common stock of $10 par value ex- 


all 
WwW 
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Property, plant and equipment—at cost. 950,000 275,000 1, 225/000 
Expenses of registration and listing of stock....................0005+ 15,000 _ 15,000 
$2,950,000 $1,375,000 $4,325,000 
Liabilities 
Accounts payable—including amounts due to affiliated companies... ... 325,000 665 ,000 990 ,000 
Surplus 306,250 
Net profit per statement of profit and loss....................000. 510,000 ; 625 ,000 
$1,106,250 $ 470,000 $1,576,250 
$ 900,000 $ 350,000 $1,250,000 
$2,950,000 $1,375,000 $4,325,000 
STATEMENTS OF PROFIT AND Loss 
John Doe Blank 
Mfg. Co. Sales Co. Combined 
Year ended Six months 
Dec. 31, 1939 to Dec. 31, 1939 
$ 630,000 $ 275,000 $ 905,000 
Selling and administrative 75,000 140,000 215,000 
$ 555,000 $ 135,000 $ 690,000 
Other income: 
$ — $ 25,000 $ 25,000 
$ 125,000 $ 30,000 $ 155,000 
680,000 $ 165,000 $ 845,000 
Miscellaneous deductions from income.......................005 $ 20,000 $ 15,000 $ 35,000 
$ 170,000 $ 50,000 $ 220,000 


Also the following information was 
given: 2 
1. In June, 1939, the authorized capital stock of John 
Doe Manufacturing Company was changed from 
100,000 shares of $10 to 250,000 shares of $5 each 2: 
and the shareholders agreed to exchange their stock 
on the basis of 12 shares of the new for each share 
of the old stock. Accordingly all the 75,000 out- 
standing shares of the old $10 stock were exchanged 


for nae shares of the new $5 stock on July 1, 
1939. 


. On July 1, 1939, the company acquired all the out- 


standing 15,000 shares of Blank Sales Company for 
75,000 shares of its new $5 stock. 
Immediately after July 1, 1939, certain shareholders 
of John Doe Manufacturing Company disposed of 
a portion of their holdings to an underwriter, re- 
ceiving $20 per share. The shares were offered to the 


public at $22.50. 
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In view of the wider distribution of its stock after 
the public offering the company arranged to list 
its common shares on the stock exchange and agreed 
to pay all expenses of listing and of registering the 
stock under the securities act of 1933, amounting 
to $15,000. 

4, The inventories of Blank Sales Company included 
merchandise bought from John Doe Manufacturing 
Company at the latter’s regular sales prices, as 
follows: 


. The net sales of John Doe Manufacturing Company 
included net sales to Blank Sales Company as fol- 
lows: 

January 1 to June 30, 1939......... $1, 500,000 
July 1 to December 31, ee 2,500,000 


. Commissions earned by the Blank Sales Company 
included $2,000 received from John Doe Manufac- 
turing Company and charged to the latter’s selling 
expenses. 

. Dividends received had been credited to income. 

. Throughout the year the rate of gross profit on 
sales remained the same. 

. All depreciation had been charged to the production 
cost, the office equipment having been written down 
to nominal value in previous years. 

10. No entries had been made recording the conversion 

of the John Doe Manufacturing Company capital 

stock. 


Co 


From the foregoing data prepare a 
columnar work sheet distinctly showing 
the consolidated balance-sheet and profit- 
and-loss statement of John Doe Manu- 
facturing Company and its wholly owned 
subsidiary, Blank Sales Company. The 
candidate must show or mention how the 
1,000 shares of John Doe Manufacturing 
Company stock owned by the Blank Sales 
Company should be treated. 


No. 3 


The Citizens Light and Power Com- 
pany’s trial balance of December 31, 1939, 
is given below: 


Dr. Cr. 

Amortization of debt discount and 

Amortization of utility plant ac- 

adjustments......... 
Cash and working funds......... 
Construction work in progress. . 
Contributions in aid of construc- 
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Dividend appropriations—capital 


6,000 
Dividends declared............. 1,500 
Earned surplus................. 4,185 
property losses. . 35,000 
Interest accrued................ 2 
Interest charged to construction. . 200 
Interest on long-term debt....... 2,500 
Interest receivable.............. 200 
Interest revenues............... 400 
Materials and supplies.......... 4,500 
Notes and accounts payable...... 2,000 
Notes and accounts receivable... . 7,000 
Notes receivable discounted... ... 1,000 
expenses............. 32,000 

revenues............. 60,000 
herd erred debits............ 1,550 
Other interest charges........... 2 
Prepayments................... 1,000 
Property losses chargeable to op- 

Reserve for amortization of utility 

plant acquisition adjustments. . 4,300 
Reserve for depreciation of utility 

Reserve for uncollectible accounts 500 
3,500 
“ee debt discount and 

Utility pl lant acquisition adjust- 

Utility plant in service.......... 200,000 


ADDITIONAL INFORMATION 


. The bonds are dated July 1, 1925, and are due July 


1, 1955. Interest at the rate of 5% per annum is 

on January ist and July ist. The bonds were origin- 
ally issued at 94. The appropriate adjustment at 
December 31, 1939, has not been made. 


. The charge to “depreciation” includes $100 for de- 


preciation on trucks and other equipment used on 
construction work which is still uncompleted. 


. $10,000 (face value) of the company’s bonds were 
purchased 


and retired on December 31, 1939, at 95. 
The January 1, 1940, coupons had been removed and 
will be paid separately. The entry for the bond pur- 
chase and retirement has not been made. 


. On October 1, 1939, pa cm og which cost $1,500 


broke down and was scrapped. It was acquired on 
April 1, 1935, and had been depreciated at the rate 
of 20%. per annum. The cost of removing and dispos- 
rr of the equipment was $50. The bookkeeper made 
the following entry: 
Other deferred 
$1,550 
Utility plant in service........ $1, 500 
Cash 


No depreciation has been recorded on this equipment 
939. 


or “The entries called for by the “‘additional informa- 
fe The ‘balance-sheet of December 31, 1939. 


c) The earned-surplus account for the year 1939. 
(d) The income account for the year 1939. 
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No. 4 


The will of E. M. Dodd, who died on 
December 31, 1933, provided cash be- 
quests of $40,000 to Mrs. Dodd and 
$15,000 each to two children, the residuary 
estate to be divided equally among the 
three beneficiaries. Mrs. Dodd was ap- 
pointed executrix and trustee without fees 
or other emoluments. 

By court order Mrs. Dodd was to re- 
ceive a family allowance of $4,000 a month, 
commencing January 1, 1934, payable 
from income or from any cash principal 
available if the income should be inade- 
quate. The estate never had enough cash 
available to pay up the full allowance nor 
could any part of the cash bequests be 
paid. Accordingly a considerable liability 
to Mrs. Dodd had accumulated toward the 
end of 1939 for the unpaid portion of the 
family allowance, as shown by the follow- 
ing trial balance of the estate ledger at 
December 31st of that year: 


Dr. Cer. 
200 ,000 
Reserve for depreciation......... $ 36,000 
Reserve for depreciation......... 38 ,400 
Mortgage—building B........... 32,000 
Revolving fund—building A..... 1,800 
Revolving fund—building B..... 2,400 


Mrs. E. M. Dodd—family allow- 


168 ,000 
$562,400 $562,400 


The balance in the estate corpus account 
was made up as follows: 


Deduct—Funeral expenses, etc............. 15,000 
$350 ,000 
Add—Income 

6,000 

Rentals, after deducting expenses and 
mortgage interest to date............... 100,000 
$456 ,000 
Deduct—Family allowance............... 288 ,000 
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For want of cash the beneficiaries de- 
cided to settle all liabilities by transfer of 
property and they requested their attorney 
to petition the court for approval of the 
following agreement to take effect as of 
December 31, 1939: 

The building B and its revolving fund 
are to be conveyed to Mrs. Dodd subject 
to the mortgage. In turn she agrees to 
waive all her claims against the estate for 
expenditures not refunded to her, includ- 
ing one of $5,000 for estate income taxes 
paid by her and not collected from the 
estate, and in addition to pay attorney’s 
fees of $6,000 for the estate. Furthermore, 
all beneficiaries agree to have the family 
allowance discontinued after December 31, 
1939, and also to waive their claims to the 
cash bequests. 

The court gave its approval to the agree- 
ment and ordered an intermediary ac- 
counting by the trustee as of December 31, 
1939. 


Prepare: 


(a) Adjustments to the trial balance. 

(b) Columnar work sheet showing the trial balance be- 
fore and after adjustment. 

(c) Statement of Mrs. Dodd’s account. 

(d) Statement of estate corpus. 

(e) Trustee’s intermediary accounting in the form of a 
charge and discharge statement. 


No. 5 


The Metal Products Company operates 
a plant at which is produced a standard- 
ized line of small metal articles that do not 
differ very much in type, cost, or sales 
value. 

It has been decided to include burden 
in the production cost at departmental 
normal rates, and you are called in to cal- 
culate these rates from the normal annual 
operating data prepared by the company 
as shown at the top of next page. 

The receiving and stores department re- 
ceives and stores the sheet metals, all of 
which enter into the manufacturing proc- 


Mrs. E.M. Dodd—paidonaccount 178,000 m7 | 
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PRODUCTIVE CAPACITY OF MANUFACTURING DEPARTMENTS 


Direct Labor 
Machine “ 

Hours Hours Dollars 

MISCELLANEOUS OPERATING DATA 

Horse Power 

Occupied Book Value Number a —~ 

Area Machinery and of Installed Usage 
Square Feet Equipment Employees Factcr 
Warehousing and shipping.................. 18,000 14,000 _ 15 60 
100,000 $200, 000 150 240 


Inprrect LaBor, MATERIALS, SUPPLIES AND EXPENSES 


Supervision Supplies Maintenance 
and Indi- and Sundry 
rect Labor Expenses Materials Labor* 
$15,000 $18,000 $8,000 $9,000 
$74,200 $58,300 $17,600 $16,600 


* Maintenance labor is charged directly to the various departments from maintenance department time tickets. 


OTHER EXPENDITURES AND CHARGES 


Unemployment tax at the rate of 3% 
Old age benefit tax at the rate of 1% 
Workmen’s compensation—per $100 payroll 


The warehousing or shipping depart- 
ment stores and ships the manufactured 
product only. 


Machining departments ce rcesccecccs $ 2.50 All direct labor is paid at hourly rates, 
General plant department ........... 75 
purther departments.................- 1.50 All employees work about the same num- 
Rent, light and heat .................. 30099. «Her. Of hours per annum. They carn lees 
Insurance and sundry taxes............ 2,400 than $3,000 per annum, except the super- 
Depreciation at 10% per annum........ 20,000 intendent and the foreman of machinery 


esses through machining department A. 
There is not much difference in the costs 
of the several kinds of metal used, and in 
the time to machine them, for the various 
products do not vary greatly. 

The general plant department consists 
of the superintendent’s and the pay- 
master’s offices. 


department A who receive $8,000 and 
$5,000 per annum, respectively. 

From the foregoing information prepare 
a comprehensive summary of the normal 
annual burden, leading to and showing the 
departmental burden rates. State the basis 
or bases on which the burden should be 
applied to the direct manufacturing costs. 
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Solution to Problem 1 
WHOLLY OWNED SUBSIDIARY 


Statement of A pplication of Funds 
January 1, 19— to December 31, 19— 


Funds provided by: 
Earnings— 
Add charges to income not requiring the expenditure of funds: 
Funds applied to: 
Purchase of assets of the X Company: 

$170,000.00 
Less inventories and receivables included in the net increase in working capital 
and deferred charges shown below... 50,000.00 $120,000.00 
Increase in working capital and deferred charges: 
$101,000.00 
$ 51,000.00 
Solution to Problem 2 
Joun DoE Merc. Co. AND SUBSIDIARY 
Working Papers—Consolidated Balance Sheet and Profit-and-Loss Statement 
January 1, 1939 to December 31, 1939 
John Doe Blank Adj es and Eliminations 
Assets Mfe.Co. Sales Co. Credit Consolidated 
$ 150,000.00 $ 75,000.00 $ 225,000.00 
U.S. Government bonds.............. 300,000.00 100,000.00 400 ,000. 
Customers’ accounts, less reserve... ... 10,000.00 650,000.00 660,000.00 
Accounts receivable—Blank Sales Co.. 490,000.00 (6) 490,000.00 
600,000.00 200,000.00 800,000.00 
Investment in Blank Sales Co. (100%). 375,000.00 (5) 375,000.00 
Investment in John Doe Mfg. Co. (1,000 

shares of $5 Common)............ 20,000.00 (4) 15,000.00 5 ,000.00° 
25,000.00 30,000.00 5,000. 
Property, plant and equipment........ 950,000.00 275,000.00 1,225 ,000.00 
Prepaid 35,000.00 25,000.00 ,000. 
Expenses of registration and listing stock 15,000.00 15,000.00 

$2,950,000.00 $1,375,000.00 $3,445 ,000.00 
Liabilities 
nas $ 200,000.00 $ 100,000.00 $ 300,000.00 
Accounts payable, including intercom- 

325,000.00 665,000.00 (6) 490,000.00 500 ,000.00 
Federal taxes on income.............. 150,000.00 35,000.00 185 ,000.00 
Reserve for depreciation. ............. 250,000.00 75,000.00 325,000.00 
Common stock, $10 par value: 

Doe Mig. 750,000.00 (1) 750,000.00 
lank Sales Co 150,000.00 (5) 150,000.00 
= stock, $5 par value.......... 375,000.00 (1) 656,250.00 1,031,250.00 
ur’ 
(5) 335,500.00 
104.55. 355 ,000.00 (3) 4300} 
(4) 15,000.00 
Net 
Doe Mfg. Co. (12 months). . 510,000.00 (7) 120,000.00 (8) re 502,500.00 
(2) 6,000.00/ (3) 4,500.00 
Blank Sales Co. (6 months)....... 115,000.00 (8) 114,000.00 
(7) 1,000.00 
206 ,250.00 120,000.00 (7) 121,000.00 205,250.00 


$2,950,000.00 $1,375,000.00 
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Paid-in ourplue ‘ (1)$ 93,750.00 $ 93,750.00 
Reserve or intercompany profits in in- 

(2) 6,000.00 6,000.00 

arising from consolidation. .... (5) 110,500.00 110,500.00 

$3,445 ,000.00 

ve $4,200,000.00 $3,300,000.00 (9) $2, 500,000.00 $5,000 ,000.00 

(9) 2,500,000.00 

3,570,000.00 3,025,000.00 (2) 6,000.00 (3) 4,500.00 4,096,500.00 

$ 630,000.00 $ 275,000.00 $ 903,500.90 

Selling and administrative expense..... 75,000.00 140,000.00 (10) 2,000.00 213,000.00 


Commissions 


$ 555,000.00 $ 135,000.00 $ 690,500.00 
25,000.00 (10) 


23,000.00 


Dividends 120,000.00 1,000.00 (7) 121, 

$ 680,000.00 $ 165,000.00 $ 722,500.00 

Miscellaneous deductions from income.. $ 20,000.00 $ 15,000.00 $ 35,000.00 

Federal taxes on income.............. 150,000.00 35,000.00 185,000.00 
$ 170,000.00 $ 50,000.00 $ 220,000.00 

$ 510,000.00 $ 115,000.00 $4,488 ,000.00 $4, 488,000.00 $ 502,500.00 


* Treasury stock. 


Key 


(1) Conversion of $10 par value common stock. 

(2) Unrealized profits in December 31, 1939 inventory; the rate of 
gross profit is 15%. 

(3) Doe Company profit contained in inventory 

(4) Reduction of John Doe stock owned by Blank Sales to par value. 


COMMENTS 

1. In adjusting entry 3 the John Doe 
profit in the inventory of Blank Sales at 
the date of acquisition is eliminated. It is 
recognized that this treatment is in con- 
flict with that suggested by most text- 
book writers, who hold that a profit real- 
ized before the date of acquisition does not 
become an unrealized profit at the date of 
acquisition. This is to deal with the shadow 
to the total exclusion of the substance. It 
is inconceivable that the John Doe Com- 
pany would, in fixing the price that it was 
willing to pay for the Blank Sales Com- 
pany stock, attribute to the Blank inven- 
tory purchased from Doe a value higher 
than cost (or cost plus freight) to the latter 
company. 

A further argument for the treatment 
given here to this item is that for the pur- 
pose of calculating the consolidated net 
income the opening inventories of identical 
goods are valued on the same basis. 

2. The reason for adjusting entry 4 is 
similar to that advanced in support of 
entry 3. Since the Doe Company issued its 
stock in exchange for the stock of the 
Blank Company and since one of the assets 


(5 ' Investment in Blank Sales Co. 
n 
(8) Balance transferred to consolidated net income. 


(9) Intercompany 
(10) Intercompany expense and income. 


of the Blank Company was 1,000 shares 
of Dce Company stock, it seems unreason- 
able to assume that Doe attributed a value 
higher than par to the Doe stock in the 
hands of Blank. To reason otherwise would 
be equivalent to saying that the Doe Com- 
pany was willing to give more than one 
share of its stock to acquire one share of 
its stock. 

3. Some may argue that the acquisition 
of the Blank Company gave rise to a 
paid-in surplus in the accounts of the Doe 
Company to the extent that the book 
value (or adjusted book value) of the 
Blank Company at the date of acquisition 
exceeded the par value of the stock of the 
Doe Company. Two reasons against such 
treatment are advanced: first, nothing is 
indicated in the problem that would lead 
one to believe that the directors of the Doe 
Company valued the stock of Blank at a 
figure higher than the par value of the Doe 
stock given in exchange; second, the book 
value of the Blank stock would probably , 
be a poor basis for determining the paid-in 
value of the Doe stock. 

4. In the above solution the cost of 
listing and registering the Doe stock was 


i 
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not written off since the problem was 


silent on this point; it would be preferable year the stock is listed. 


Solution to Problem 3 


(a) CiT1zENs LIGHT AND POWER COMPANY 
Adjusting Journal Entries—December 31, 1939 
(1) 
To accrue interest from 7-1-39 to 12-31-39 on bonds outstanding. 
(2) 
Amortization of debt discount and expense... $ 100.00 
To reflect amortization of bond discount and expense from 7-1-39 to 12-31-39. 
(3) 
To charge work in progress with depreciation accrued on transportation equipment 
used on construction work. 
(4) 
To record acquisition of company’s own bonds at 95 on 12-31-39. 
(S) 
To transfer to reserve the book value of property scrapped plus removal cost 
thereon. 
(6) 
Reserve for depreciation of utility plant... 
To record depreciation on assets scrapped on October 1, 1939. 
(b) Balance Sheet-—December 31, 1939 
Assets 
Utility plant 
Tangible property 
$215,000.00 
Intangibles—plant acquisition 
Current assets 


5,500.00 
Deferred debits 
Unamortized debt discount and expense. $ 2,790. 


to regard this item as an expense in the 


$ 1,550.00 
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Less—Note receivable discounted.................... $1,000.00 
Reserve for uncollectible accounts.............. 500.00 1,500.00 
15,200.00 
37,790.00 
$277 ,990.00 
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Deferred liability—customers’ advances for construction...............0cececeeeeeeeeeeeeeees 365.00 
Reserves: 

Amortization of plant acquisition adjustments..................cceeeeeeeeees 4,300.00 69, 500.00 
Contingent liability—note receivable discounted..................... $1,000.00 

$277 ,990.00 


1 Jt is assumed that the company is under the jurisdiction of the Federal Power Commission or a state which 
follows the N.A.R.U.C. classification of accounts and that the required permission to defer these losses and to write 
off the balance against future operations has been obtained. 


(c) Statement of Earned Surplus for the Year Ended December 31, 1939 
$ 13,873.00 
(d) Income Statement for the Year Ended December 31, 1939 
Operating expenses and taxes: 

Property losses chargeable to operations. 1,000.00! 

Other income— 

Interest and other deductions: 
Amortization of debt discount and expense..............c:ceceeeseeeeeeees 200.00 
Amortization of plant acquisition 400.00 5,402.00 


1See Balance Sheet Note 1. 

* This item may also be charged to surplus under the standard classifications. 

® Under the F.P.C. and N.A.R.U.C. classifications, this amortization must be included in “Interest and Other 
Deductions” unless the regulating body having jurisdiction approves its inclusion in operating expenses. 
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Solution to Problem 4 


(b) EstaTE or E. M. Dopp—Mks. E. M. Dopp, TRusTEE 
Adjusted Trial Balance December 31, 1939 
Trial Balance Trial Balance 
(per books) Adjustments (after adjustment) 
Debit Credit Debit Credit Debit Credit 
$ 200.00 $ 200.00 
20,000.00 20,000.00 
Building A.......... 200 , 000 .00 200 , 000.00 
Reserve for deprecia- 
$ 36,000.00 (1) $ 36,000.00 
Building B.......... 160,000.00 (5) $160,000.00 
Reserve for deprecia- 
38,400.00 (1) 38,400.00 
Mortgage—building B 32,000.00 (5) 32,000.00 
Revolving fund— 
building A........ 1,800.00 1,800.00 
Revolving fund— 
building B........ 2,400.00 (5) 2,400.00 
Mrs. E. M. Dodd— (5) 130,400.00 (2) 5,000.00) 
family allowance... 288,000.00 (4) 178,000.00 (3) 
(6) 9,400.00 
Mrs. E. M. Dodd— 
paid on account... 178,000.00 (4) 178,000.00 
(2) 5,000.00 
Estate corpus....... 168,000.00 (3) 6,000.00} (1) 74,400.00 $222 ,000.00 
(6) 9,400.00 


$562,400.00 $562,400.00 $435,200.00 $435,200.00 $222,000.00 $222,000.00 


Note: The journal entries called for by part (a) of the problem are given in the above work sheet. Adjustments 
whether for income or corpus items, are handled through the corpus account since the income has all been distrib- 


uted. 
Key 


(1) To correct the credit to estate corpus for net income. Depreciation is not a proper deduction in computing 
net income of an estate. 

(2) To record liability for estate income taxes. 

(3) To credit Mrs. Dodd for the liability assumed by her for attorney’s fees. 

(4) To close the amount paid to Mrs. Dodd against the liability to her. 

(5) To record the transfer to Mrs. Dodd of building B and the revolving fund less the mortgage. 

(6) To close out the balance in Mrs. Dodd’s account. 


(c) Statement of Mrs. E. M. Dodd’s Account 
Family allowance for six years at $48,000.00 per year..... $288 , 000.00 
Liability for attorney’s fees assumed by Mrs. Dodd. 6,000.00 

Family allowance payments: 


Distribution per agreement: 


B 


$162,400.00 
Payments in excess of credits for family allowance, attorney’s fees and taxes................... $ 9,400.0 
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(d) Statement of Estate Corpus 
Distributions to Mrs. Dodd: 
On account of family allowance....................2005: $ 2,600.00 
130,400.00 
$133,000.00 
Less attorney’s fees and income tax.....................: 11,000.00 122,000.00 143,000.00 
(e) Charge and Discharge Statement 
December 31, 1933 to December 31, 1939 
I charge myself with: 
Income received: 
Rentals, after deducting expenses and mortgage interest but before deducting 
I credit myself with: 
Payments from income: 
Payments from corpus: 
Distributions to Mrs. Dodd: 
$133,000.00 
Less attorney’s fees and income tax above... ..............-.eeeeeeeeees 11,000.00 122,000.00 
Composition of balance of corpus 
$222 ,000.00 
Solution to Problem 5 
Tue METAL Propucts COMPANY 
Distribution of Overhead to Departments 
Machining Machining Bench Receiving General Warehousing 
A B Assembly Packing tenance and Stores Plant and Shipping Total 
Indirect labor......... $ 15,000.00 $ 8,000.00 $ 7,200.00 $ 6,000.00 $ 8,000.00 $ 4,000.00 $16,000.00 $10,000.00 $ 74,200.00 
— and sundry ex- 

000.00 12,000.00 2,000. 3,000.00 5,000.00 1,800.00 8,000.00 8,500.00 58,300.00 
Maletenance material. . 8,000.00 5,000.00 500.00 800.00 1,000.00 300.00 500.00 1,500.00 17,600.00 
Melntenance 9,000.00 4,000.00 1,000.00 600.00 500.00 200.00 300.00 1,006.00 16,600.00 

(Schedule 1) eee 3,060.00 1,260.00 1,056.00 948.00 255.00 126.00 339.00 330.00 7,374.00 
Old age benefit tax 

(Schedule 1)......... 1,020.00 420.00 352.00 316.00 85.00 42.00 113.00 110.00 2,458.00 

orkmen’s compensation 

ning departmen’ 


2,375.00 


950.00 
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departments— 
r $100.00. . 135.00 60.00 528.00 474.00 127.50 63.00 4.50 165.00 1,557.00 

Purchase power (Sched- 

See 9,836.07 6,295.08 491.80 196.72 295.08 885.25 18,000.00 

Rent, and heat 

($.30 per square foot). 5,400.00 4,500.00 6,000.00 3,000.00 1,200.00 3,900.00 600.00 5,400.00  30.000.00 

Insurance and sundry 

taxes (1.2% of mney 

& equip.).. 900.00 720.00 144.00 216.00 108.00 96.00 48.00 168.00 2,400.00 

Depreciation (10%). ee 7,500.00 6,000.00 1,200.00 1,800.00 900.00 800.00 400.00 1,400.00 20,000.00 


$ 80,226.07 $49,205.08 $19,980.00 $17,645.80 $17,372.22 $11,622.08 $26,424.50 $29,458.25 $251,934.00 
Distribution of general 
maintenance (Sched- 


3,257.29 2,714.41 3,619.21 1,809.62 17,372.22 2,352.48 361.92 3,257.29 
$32,715.54 
Eliminate warehousing 
and shipping, which 32,715.54 
are not mfg. expenses). 32,715.54 
$26,786.42 $219,218.46 


Distribution of general 
plant expense (Sched- 


10,714.57 4,285.83 6,428.74 5,357.28 26,786.42 
$13,974.56 
Distribution of receiving 
and stores........... 13,974.56 13,974.56 
$108,172.49 $56,205.32 $30,027.95 $24,812.70 
Machine hours........ 50,000 40,000 
Direct labor hours. 60,000 50,000 


Rate per machine hour. $2.1634498 $1.405133 
Rate per direct labor 


$.5004658 $.496254 
4 
Schedule 1 Computation of Unemployment Tax and Old Age Benefit Tax 
Machining Machining Bench Main Receiving General Warehousing 
A B Assembly Packing tenance and Stores Plant and Shipping Total 
Direct labor.,......... $ 80,000.00 $30,000.00 $27,000.00 $25,000.00 $162,000.00 
Indirect labor. 153000.00 8,000.00 7,200.00 6,000.00 $ 8,000.00 $ 4,000.00 $16,000.00 $10,000.00 74,200.00 
Maintenance labor... 9,000.00 4,000.00 1,000.00 600.00 500.00 200.00 300.00 1,000.00 16,600.00 


$104,000.00 $42,000.00 $35,200.00 $31,600.00 $ 8,500.00 $ 4,200.00 $16,300.00 $11,000.00 $252,800.00 
Less amounts not sub- 
2,000.00 5,000.00 7,00.00 


$102,000.00 $42,000.00 $35,200.00 $31,600.00 $ 8,500.00 $ 4,200.00 $11,300.00 $11,000.00 $245, 800.00 


Unemployment tax—3% $ 3,060.00 $ 1,260.00 $ 1,056.00 $ 948.00 $ 255.00 $ 126.00 $ 339.00 $ 330.00 $ 7,374.00 
Old age benefits tax—1% 1,020.00 420.00 352.00 316.00 85.00 42.00 113.00 110,00 2,458.00 


Schedule 2 Distribution of Purchased Power 


Horse Power 


Installed Usage Factor Average Use 


240 183 $ 18,000.00 
Rate per h.p. used $98.3605. 
Schedule 3 Distribution of General Maintenance 
Square feet 
occupied Distribution 


96,000 $17,372.22 


Rate per square foot $1.809606. 


Distribution 


3 


32 


GENERAL COMMENTS 

This group of problems is considerably 
better than the companion set published 
in the December issue of the REvIEw. 
However, the place in the examination of 
a problem such as number 3 may properly 
be questioned when vast areas of general 
accounting are left unexplored. Is it proper 
to expect examinees to know the peculiar 
meaning and statement treatment of such 
items as “plant acquisition adjustments” 
and “contributions in aid of construction”’? 
Would it not be proper to assume that a 
candidate who had passed a comprehen- 
sive examination in general accounting 
would, when faced with a practical situa- 
tion, readily adapt his knowledge to the 
practices of a particular type of business? 
Problems of this type are reminiscent of 
the history teacher who is more concerned 


24 
36 
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Distribution of General Plant Expense 


employees Distribution 
60 $10,714.57 
4,285.83 

6,428.74 


$26,786.42 


with the date of an event than its sig- 
nificance. 

Problem 2 is a good problem; judged in 
relation to the other problems of the exam- 
ination it should have been given a weight 
greater than twenty points. If problem 2 
of part one, also a consolidation, was con- 
sidered to be worth fifteen points, this 
problem was worth many times fifteen 
points. Perhaps the answer is that problem 
2 of part one was not worth fifteen points. 

Problems 1 and 4 offer no difficulties. 
Problem 5 is a good cost problem. 

A suggested time schedule is given be- 
low: 


Problem 1 30 minutes 
Problem 2 90 minutes 
Problem 3 60 minutes 
Problem 4 60 minutes 
Problem 5 120 minutes 


Schedule 4 
7.00 Number of 
0.00 
4.00 
5.54 
8.46 
ion 
.29 
Al 
21 
.62 
48 
2 
.29 
22 


Fund tals of Acc 


ting. Hiram T. Scovill and C. A. 
Moyer. (Boston: D. C. Heath and Company. 1940. 
Pp. xiii, 784. $4.00.) 

This is a revision and combination of Scovill’s “Ele- 
mentary Accounting—Part I,” published in 1924, and 
Scovill and Bailey’s ‘Elementary Accounting—Part II,” 
published in 1926. The arrangement of the subject 
matter is slightly different than in the earlier editions, 
and some new material has been added. It is designed 
as a first year textbook. 

The first seven chapters deal with the fundamentals 
of analyzing transactions. Chapter 1 points out the need 
for business records, and Chapter 2 defines the elements 
of the basic equation as well as the more common assets 
and liabilities. In Chapter 3 the effect of transactions 
of a non-merchandising business on the three basic 
elements is shown, in terms of increases and decreases. 
A nontechnical balance scale form and a formal balance 
sheet are drawn up after each transaction. In Chapter 
4 ledger accounts and the terms ‘‘debit and credit” are 
used for the first time. Chapter 5 shows how the pro- 
prietorship account may be subdivided and describes 
the closing process. Merchandise accounts are intro- 
duced in Chapter 6, and a detailed classification of ac- 
counts is presented in Chapter 7. These seven chapters 
on the fundamentals of analyzing transactions are 
justified by the authors in these words, ‘“‘Just as there 
are rules to learn in football and other games, so there 
are rules or procedures to learn in bookkeeping and ac- 
counting. The procedures in analyzing transactions are 
the most difficult to understand of any of the rules or 
methods. Hence, seven chapters at the beginning are 
necessary in order to lay the foundation for the rules 
and procedures that are followed in analyzing transac- 
tions.” 

Chapter 8 deals with the trial balance, both before 
and after closing. The first book of original entry, the 
journal, is introduced in the next chapter, and simple 
special journals for cash, sales, purchases, and notes 
are illustrated in detail in Chapter 10. This is followed 
by a chapter on the use of control accounts with custom- 
ers and creditors. The simple aspects of financial state- 
ments and their preparation from the trial balance and 
work sheet are described in Chapter 12. Rules for the 
prevention, finding, and the correction of errors form 
the basis for Chapter 13. Special review problems are 
available at this point covering the subject matter to 
date. 

Negotiable instruments and interest and discount 
are the subject matter for the next two chapters. Ad- 
justing and readjusting entries are clearly illustrated in 
Chapter 16. Chapters 17 to 22 inclusive deal with the 
use of columnar books of original entry, auxiliary 
records, and business documents. Five chapters are de- 
voted to the elementary phases of partnership, corpora- 
tion, consignment, and branch accounting. Other chap- 
ters in the latter half of the book deal with financial 
statements and their analysis, distribution of expenses 
and incomes by departments, and miscellaneous trans- 
actions and procedures, including single entry. 


BOOK REVIEWS 


Each chapter is followed by sets of related questions 
and problems. A pad of specially ruled sheets is available 
for the problems in the last half of the book. 

The text is clearly and logically written so that the 
average first year student in accounting can easily fol- 
low it. Throughout the book the authors have antici- 
pated the many questions of the beginning student and 
have supplied satisfactory instruction. 

The student who masters the accounting principles 
as presented in this volume will have a well rounded 
knowledge of business procedures and a firm foundation 
for more advanced study. 

Cart E. ALLEN 

Lehigh University 


The Balance Sheet of the Future. Roy A. Foulke. (New 
York: Dun & Bradstreet, Inc., 1941. Pp. 99.) 


It may well be doubted whether the contents of this 
booklet justify its title. The movements now going on 
tending towards change in accounting practice may very 
well result in modifications of the balance sheet, and 
some of the questions here discussed must come up for 
consideration in any revisions that may be made. But 
a number of the questions raised are already settled, as 
the voting percentages show; they are accepted features 
of the balance sheet of the present. As for the other ques- 
tions, while they point to real problems which will con- 
tinue to engage the attention of accountants and others, 
the suggested solutions are in several cases not only 
rejected by those who voted on them; they are upon 
careful analysis very dubious solutions. 

Two-thirds of the book is concerned with reporting 
and discussing the results of a questionnaire of 16 ques- 
tions. These were addressed to bankers, corporate finan- 
cial executives, mercantile credit men, and accountants, 
and the replies from these groups were separately tabu- 
lated. On some questions the group results showed an 
unanimity which was perhaps to be expected; in other 
cases the groups showed divergent results which prob- 
ably reflect not only the different points of view of the 
several groups, but also weaknesses in the questions 
themselves. The questions doubtless meant different 
things to the different groups. 

The other third of the book contains ‘fourteen im- 
portant ratios . . . for 72 lines of business activity based 
on 1939 figures.” One can well understand that these 
tables will be of interest to mercantile and bank credit 
men. They will also be very helpful to those who can 
use them without taking them too literally. 

Accountants will direct their attention mainly to the 
answers to the questions dealing with accounting and 
auditing practice. Six of the questions relate directly 
to the responsibilities of auditors, to the audit program, 
or to the nature of the auditor’s engagement. The other 
questions are primarily questions of accounting prac- 
tice, though one or two of them refer to ‘‘an audit report 
or examination of financial statements,” and another 
(Question No. 3) asks, “‘. . . would it not be desirable 
. .. for the auditor to disclose in the title of the state- 
ment” certain matters? These expressions point to one 


of the most serious confusions in the book, namely, as 
to the respective functions of the company management 
and the auditors. It is the duty of the first to present the 
company’s statements, and to disclose therein whatever 
good accounting practice calls for in the situation. It is 
the duty of the auditor, on tle other hand, to subject 
those statements to an independent review, to express 
an opinion as to their validity, and to state such qualifi- 
cations as he considers necessary. No good can come of 
mixing these two functions; the objective should be 
rather to make each of these responsibilities perfectly 
clear. When therefore Question 4 proposes that the ac- 
countant “‘show clearly on the face of the balance sheet, 
not in the certificate, any items not substantially verified 
by audit procedure” (italics supplied), it cannot be re- 
garded as other than a harmful and undesirable step. 
At points in this book one is tempted to say that the 
information called for would not be understood by the 
average reader, but the author would very properly re- 
ply that his bank and mercantile credit men were not 
average readers, but expert analysts. This being so, it 
is fair to ask these expert analysts to be aware of the 
separate and distinct parts played by the company 
officers and the auditors, and not to proceed on the 
assumption that “‘so few read the certificate.” The only 
remedy for that is for those interested to read the cer- 
tificate, not to put the proper contents of the certificate 
somewhere else. 

Related to this are Questions 14 and 15, which pro- 
pose respectively that “the certificate should state in 
detail the scope of the work done,”’ and that this would 
“be best accomplished by having a check list of the 
specific points listed in the certificate.” The first of 
these questions was answered in the affirmative by a 
substantial majority of those voting, ranging from 98% 
of the bankers to 70% of the accountants; the second 
question was approved by all groups except the ac- 
countants, 70% of whom declared against it. Both 
questions are of that order of things which tend to put 
the auditor in the position of an automaton, and ignore 
the fact that the scope of the audit is itself a matter for 
the exercise of the auditor’s judgment in the particular 
circumstances. 

In some cases one might well agree with the objective 
of the question without agreeing with the method sug- 
gested for attaining that objective. It is true, for ex- 
ample, that a creditor of a subsidiary company will 
want to have the figures of that specific company, but 
it does not follow that therefore “‘the consolidating bal- 
ance sheet” (presumably the work sheet) should be in- 
cluded in the annual report of the consolidated com- 
panies. (Question No. 2.) It may also be true that the 
list of companies consolidated should be given, but they 
need not be given ‘‘in the title of the (consolidated) 
statement,” which would frequently make it a very 
cumbersome affair. No wonder Question No. 1 asks for 
“larger sheets”! It is true that all proper care should be 
taken to establish the authenticity of the inventory 
figure in the balance sheet, but to bring in ‘a profes- 
sional group of inventory appraisers” would probably 
weaken the situation rather than strengthen it, because 
it would increase the number of people responsible, and 
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weaken the responsibility of the company’s officers aad 
its auditors. It is gratifying that this proposal (Question 
No. 7) was rejected by all groups except the bankers, 
and even they could muster only a 57% majority for it. 

Some of the questions were foregone conclusions, as 
shown by the almost unanimous support for reporting 
any failure to carry out the terms of a bond indenture 
(Question No. 10) and for disclosing liens on assets 
(Question No. 11). Also one can readily agree that there 
should be more uniformity of practice as to charges 
against surplus (Question No. 13); to determine what 
form the uniformity should take will be more difficult. 

Here in fact is the central difficulty. This book is an- 
other effort in the search for certainty in an uncertain 
world. It carries the implication that if only we could 
all agree on certain practices in the preparation of state- 
ments, then their meaning would be clear and definite 
to those who use them. This is more than anybody can 
promise. It is a fair proposal that accountants should 
do all they can to increase the definiteness of their 
reports, but it will do no good to ask them to make more 
definite statements than anybody can make in the cir- 
cumstances. 

T. H. SANDERS 
Harvard University 
Graduate School of Business Administration 


Business Policies and Management. William H. New- 
man. (New York: South-Western Publishing Com- 
pany, 1940. Pp. xii, 644.) 

Mr. William H. Newman, Assistant Professor at the 
Wharton School of the University of Pennsylvania, has 
added a significant contribution to the field of business 
literature in his book “Business Policies and Manage- 
ment.”’ His objective, as outlined in the Preface is indeed 
an admirable one. It is to provide background based 
upon actual case materials for the appreciation and 
understanding of broad problems of management which 
are so necessary for the most effective dealing with par- 
ticular and specific departmental problems. Thus he 
realizes a very clear fact,—that much of the literature 
of business organization and management is so general 
and lacking in down-to-earth business characteristics 
as to be largely, if not wholly, ineffective in its lasting 
impressions upon the students and general readers who 
read and study it. 

The divisions of the subject of administration into: 
1. Policies, 2. Organization, 3. Facilities, and 4. Tech- 
niques, are indeed well chosen. The author points out 
clearly their interdependenc2. However, he could have 
improved his book tremendously by showing more force- 
fully by the use of realistic examples of the most power- 
ful factor of all business administration—the human fac- 
tor. He recognizes it to be sure. However, since it is the 
most difficult and yet the most important phase of 
business for the student and the general reader to grasp 
it should have been further stressed. It is certainly not 
difficult for the businessman to recall instances in which 
modifications of well-reasoned policies or organization 
plans or control methods and devices were necessarily 
changed because of the limitations or peculiarities of the 
people comprising the company’s personnel. 
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The breadth of business administration is built up 
to by a series of chapters on departmental problems. 
Chapter IV presents a very effective discussion and de- 
scription of “‘Sales Policies—Pricing of Products.”” Many 
interesting and important subjects must necessarily be 
treated in a summary fashion in a book of such wide 
scope. This is true, for example, of Resale Price Main- 
tenance which is covered in less than two pages. This 
two-page discussion may well incite a desire for fuller 
information on the part of the reader and therefore a 
short but carefully selected bibliography for the use of 
interested students and readers might well have been 
appended at the end of each chapter. 

A splendid group of realistic questions and cases are 
presented at the end of each chapter. In order to answer 
these effectively the student or general reader will not 
necessarily have merely memorized the materials in the 
chapter but he will be given an opportunity to test his 
real grasp of those materials in applying them to a spe- 
cific situation. This, to be sure, is the method of busi- 
ness. 

One of the most interesting sections of the book is 
that part of Chapter X devoted to industrial relations. 
As is typical of the book generally, dogmatic statements 
are avoided in a most satisfactory manner. In discussing 
the quite common “Don’t give in unless you have to” 
attitude of some employers toward unionization of their 
employees, Mr. Newman states: “‘It is as yet impossible 
to draw any final conclusions about the wisdom of such 
a policy. There are many intangibles about any situa- 
tion such as the intelligence, philosophy, and temper of 
the local union leaders; the ability of the company to 
handle labor relations without the aid of the union; the 
experience and attitude of the employees; and the prob- 
able future trend of labor legislation. Neither the law 
nor the national union structure has as yet attained 
enough flexibility to adjust these local conditions.” 

The book covers well the gamut of departmental 
policy problems. It ends with an effective chapter on 
the currently important subject of Budgetary Control 
in which is included a concise statement on the ‘‘Bene- 
fits and Limitations of Budgetary Control.” The author 
states herein that “‘budgeting is merely a technique or 
tool of management, and cannot be a substitute for 
judgment and good management’’—and that “‘the task 
of business administration is difficult enough without 
encumbering the executives with forms and detailed 
work, unless they can be made to appreciate how these 
techniques will be useful to them.” These are truisms 
which, however, are all too often ignored or forgotten 
by those in charge of accounting mechanisms and prac- 
tices. 

Specialists in one or another of the many areas cov- 
ered would, perhaps, be tempted to criticize the incom- 
pleteness of certain parts of the book, but considering 
the task undertaken and achieved in 636 pages of text, 
questions, and cases, Mr. Newman has done a really 
very creditable service to the students, both in school 
and in business, of this very important subject of busi- 
ness organization and management. 


Harvard University Tuomas H. CARROLL 


Graduate School of Business Administration 


Federal Tax Handbook, 1940-41. Robert H. esas 
ery. (New York: The Ronald Press, 1940, 2 vols,, 
pp. xii, 2331. $17.50.) 


Studies in Federal Taxation, Third Series. Randolph E, 
Paul. (Cambridge: Harvard University Press, 1940, 
pp. xvii, 539. $6.00.) 


Federal Income Tax Accounting. (Second ‘Edition), 
Stewart Y. McMullen. (New York: The Ronald 
Press, 1940, pp. xvii, 335. $5.00.) 


Since Montgomery’s Federal Tax Handbook, 1940-41, 
still stands so clearly pre-eminent in the field, a reviewer 
of the new edition can do little more than reassert that 
fact and call attention to any significant changes in this 
latest edition. Three entirely new chapters are espe- 
cially timely, one on the amortization of emergency 
facilities, and two on the new excess profits tax. They 
are valuable for anyone with a general interest in recent 
tax developments, as well as for those actively engaged 
in preparing returns. A chapter on net loss carry-over 
brings together the material on this subject which has 
developed since the loss carry-over was reéstablished 
by the Revenue Act of 1939, passed after the publica- 
tion of the last preceding edition of the Handbook. The 
increasing importance of tax aspects of repossessions 
and foreclosures of real estate is recognized by devoting 
a new chapter to the subject. 

The publication of separate volumes, the Federal 
Income Tax Handbook and Federal Taxes on Estates, 
Gifts and Trusts has been discontinued and the present 
two-volume edition of the F ederal Tax Handbook covers 
all the area previously contained in the two books. Al- 
most all the chapters are somewhat longer than in the 
previous editions. Volume II contains the chapters on 
corporation taxes, miscellaneous taxes, and taxes on 
estates, trusts and gifts. The chapter on the gift tax has 
been largely rewritten and is much improved by a more 
detailed discussion of the exact meaning of taxable gifts. 

Montgomery’s Handbook seems to be the most use- 
ful single book to use in conjunction with any of the 
standard tax courses. Critical comments and compari- 
sons add to the value and interest of the exposition, as 
does the attention to policies of tax administration. The 
historical perspective, however, appears to be somewhat 
less than in certain earlier editions. Even in undergradu- 
ate survey courses the assignment of Montgomery on 
at least one of the more complicated topics will give 
students a fuller appreciation of the complexity of the 
law and of the variety and significance of the peculiar 
circumstances which may distinguish one case from 
another. 

Randolph E. Paul’s third volume of special studies 
in Federal taxation maintains the same high standard 
set in the first two. The subjects covered are indicated 
by the section titles, “‘Reorganizations,” “Revocable 
Trusts and the Income Tax,” ‘‘Federal Income Tax 
Problems of Mortgagors and Mortgagees,” ‘Life In- 
surance, Annuities, and the Income Tax,” and “Use 
and Abuse of Tax Regulations in Statutory Construc- 
tion.” It seems safe to say that the best single studies 
of these topics will be found here. The presentation is 
similar to that of articles in law journals, in fact earlier 
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versions of some of the material were first published in 
various law journals. 

The section on reorganizations, running to 165 pages, 
is probably of more general business interest than any 
other. The full discussion of the development of the tax 
treatment of reorganizations and the distinctive tax 
definitions of the word should be of value to general 
accountants and those concerned with corporation 
finances as well as to tax specialists. The chapter on the 
tax problems of mortgagors and mortgagees, along with 
the new chapter in Montgomery’s Handbook on the 
same topic, indicates the increasing importance of this 
depression-born problem. The discussion of the role of 
regulations will open a new field to many. 

Paul’s Studies are particularly appealing in several 
respects. He gives a historical background and leaves 
the reader with a sense of a dynamic, changing tax law. 
The author is able and ready to offer suggestions and 
constructive criticism. He also presents his material in 
such a manner that one receives a full appreciation of 
the importance of considering the tax implications of 
action or inaction in the fields covered. For example, 
the comment towards the close of the discussion of re- 
organizations in the form of recapitalizations that “few 
cautious lawyers dare to trust this provision of the stat- 
ute [providing for tax-free exchanges of securities in 
reorganizations] without the help of a closing agree- 
ment” (p. 80) may obviate many painful surprises. 

McMullen’s Federal Income Tax Accounting differs 
from most of the tax courses in that the first few chap- 
ters carry through the item-by-item calculation of in- 
come tax liabilities on the standard forms for the indi- 
vidual and corporation tax. Later chapters deal with 
such topics, among others, as bases, losses and bad 
debts, the time element, and depreciation and inven- 
tories. A final chapter is devoted to the excess profits 
tax of 1940. 

This tax course is consciously limited to avoid over- 
loading an undergraduate, and various subjects are 
omitted. There is, for instance, no treatment of reor- 
ganizations and security exchanges under reorganiza- 
tion plans. The exclusion of certain aspects of income 
taxation makes possible a rather straightforward and 
simple exposition, but this very simplification seems to 
the reviewer to be the book’s greatest weakness. Stu- 
dents may acquire too complete a sense of mastery, be- 
cause of the absence of certain more complex matters 
and border-line cases. Sufficient detail does not seem to 
be included to enable a student to do more than fill out 
the commonly used forms in the more simple situations. 
The reviewer questions how completely the book will 
serve the three other objectives stated on page 1, the 
training of a student to 1.) recognize a tax problem, 2.) 
use the available sources of information, 3.) recognize 
when to refer difficult matters to a professional tax 
practitioner. 

Aside from these limitations the book is helpful in 
many respects. Emphasis is put upon the actual prep- 
aration of forms and sample working papers are in- 
cluded with adequate reference to their importance. The 
outline presentation on page 15 of the various factors 
entering into a determination of tax payable is a very 
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clear statement. Useful contrasts are made between or- 
dinary accounting treatment and tax accounting. Sug- 
gestions on desirable policy are often given, as in the 
discussion of procedures to insure allowance of specific 
charge-offs of bad debts (pp. 172-73). 


Dan TxHroop SMITH 
Harvard University 
Graduate School of Business Administration 


Advanced Cost Accounting. Charles F. Schlatter. New 
York: John Wiley & Sons, Inc., N. Y. Pp. vii, 217, 
1939. $2.50.) 


Back in 1927, this author published a first volume 
on cost accounting—Elementary Cost Accounting. This 
earlier book emphasized the work of the beginning 
semester of a cost course. Its approach was reasonable 
and proper, assuming the student had had any contact 
with departmental accounting. Any first-year general 
accounting course worthy of consideration would con- 
tain a study of such principles. 

From comment listened to and from personal reac- 
tion relative to this first cost book, many have been 
waiting the arrival of a second volume in which the 
work is developed further and added to, the two publi- 
cations comprising a year’s course in the subject. Here 
it is! But whether or not it fulfills one’s expectations 
would seem to depend upon personal reactions to the 
subject of “standard costs.”’ This new contribution, in 
its entirety, concerns that particular subject. A stand- 
ard cost enthusiast will react favorably to its contents, 
whereas the person who takes standard costs in his 
stride—realizing that other cost features are almost if 
not equal in importance is apt to be somewhat disap- 
pointed. But the book is carefully and well written. 

To quote from the book: . . . ‘The older belief that 
every expense incurred in the factory must be consid- 
ered a cost of the products of the factory is giving way 
to the more logical one which recognizes that some of 
the expenditures in the factory are costs of goods and 
some are costs of idleness, ...). The newer concept 
forever raises the question relative to cost data, ‘of 
what is this the cost?’ It is not satisfied with the answer 
which, after summing up all kinds of costs and losses, 
calls the total cost of production. It requires analyses 
showing what are the costs of goods and what are the 
costs of idleness,...). The core of the newer con- 
cept is that industrial enterprises can be better managed 
if the cost data furnished to the executives show how 
much of the total expenditure in the factory resulted in 
goods and how much was wasted, with a casual analysis 
of such waste.” 

The first volume contained 13 chapters. This second 
one contains 12 chapters, as under: 


1. Introduction. 

2. Expense distribution. 

3. Control of factory expenses. 

4, 5, 6. Burden application. These chapters “‘do not 
contain the word standard,” but each ‘‘is vitally 
concerned either with the bases or with the uses 
of standards for indirect expense.” Chapter 2, 
points out that “without correct expense distri- 
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bution, there can be no bases for standards for a 
large part of the indirect expense . . . ”” Chapter 
3, “explains the uses of standards for expenses by 
showing how the comparisons of actual expenses 
with the flexible standard budgets are made.” 
Chapters 4, 5, 6, “deal with the application of 
burden by means of standard burden rates...” 

7. Differential cost and the effect of volume on profits. 
This chapter is not concerned directly with 
standard costs, yet ‘“‘volume is the factor common 
both to the losses known in standard costs as 
activity variation losses and to the net profits or 
losses.” 

8, 9. Standard costs. These two chapters cover the 
‘more obvious phases of standards for material 
and labor and...the application of... full 
standard burden.” 

10. Profit and loss arising from market changes. This 
chapter concerns “‘the separation of the specula- 
tive element from the operating element of profit 
and loss.” Thus, ‘analyses to show those profits 
or losses resulting from skillful management of 
the plant separated from those resulting from 
changing prices are often necessary for proper 
interpretation.” 

11. Waste, spoilage, scrap, by-products, and joint prod- 
ucts. This chapter “indicates that, at times, the 
cost accounts cannot show the costs of the indi- 
vidual products. . . . The cost of products can be 
stated only by arbitrary allocations of total joint 
cost.” 

12. Interest as a cost of manufacturing. No doubt this 
chapter is included as a sop to those who insist 
theoretical interest on investment should be in- 
cluded in their flexible budgets. 


Consideration of the above indicates an ‘‘emphasis 
on the points which executives should understand.” 
The view of the book is that of management, less atten- 
tion being “‘given to instructions to cost clerks.” In 
this connection, the reviewer cannot but advance two 
questions: How soon after graduation from college 
(either with a Bachelor’s or Master’s degree ) may a lad 
expect to be picked for a position as cost executive? If 
it takes ten or more years (assuming the material 
worked on is graded at fair plus) after graduation to 
develop a competent C.P.A.—one with executive abil- 
ity, is it reasonable to assume a young man is ready and 
equipped to take over the duties of a cost executive 
after one year’s study of costs as offered in a course 
using these two volumes—an undergraduate or even a 
fifth-year course? 

Each chapter contains a list of review questions re- 
lated to the text material and three or four problems 
‘designed more for teaching material than for testing 
material” and which “should help the student to a bet- 
ter understanding of the underlying concepts and pur- 
poses of standard costs.” 

No C.P.A. questions and problems are included in 
the book. Although the majority of those who study 
accounting have no intention of taking a C.P.A. ex- 
amination, a minority have that goal in mind. And since 
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three or four candidates out of every five will mess up 
the simplest of cost problems in such an examination, 
it would seem that no matter how excellent a cost book 
may be, a good bet is being overlooked when such a 
minority is ignored. 
GEorGE E. BENNETT 
Syracuse University 


Accountants’ Index—Fifth Supplement. American Insti- 
tute of Accountants. (New York: American Institute 
Publishing Co., Inc., 1940. Pp. 577. $10.00.) 


The American Institute of Accountants, through its 
libraries, continues in this volume the good work it has 
carried on so competently in the past. The new supple- 
ment, together with the original volume and the earlier 
supplements, constitutes practically an exhaustive 
bibliography of the literature of accounting since 1912. 

The bulk of the volume is of course considerably in- 
creased by the duplications which occur as a result of 
listing books and articles both under the authors’ 
names and under the topics with which they deal, but 
its usefulness is greatly enhanced by this practice. 

A volume like this almost furnishes an accounting 
history of the period which it covers, the developments 
of the period being clearly marked in the number and 
character of the references given for the several topics. 
For example, under “Standardization” (a sub-heading 
under “‘Accounting”’) are given two pages of references, 
though the sub-heading does not appear in the preced- 
ing volume. ‘‘Standardization” is here almost synony- 
mous with “accounting principles,’ and corresponds 
with the usage of the recent monograph by Professors 
Paton and Littleton, ‘‘An Introduction to Corporate 
Accounting Standards.” “Auditing” and “Auditing 
Certificates” are given 7} pages of references, compared 
with 4 pages for the preceding four years. “‘Deprecia- 
tion, Depletion and Obsolescence” have declined from 31 
page to 25 pages; by so doing, they have lost their place 
as the voluminous topics to ‘‘Taxes’’ and “Taxation,” 
which together have climbed from 22 pages in the pre- 
vious volume to 37 pages in the present one. ‘‘Inven- 
tories” as a topic has risen from 1} pages to 6 pages of 
references, reflecting in large part the interest aroused 
in this subject by recent much-dramatized episodes. 
‘‘Last-in, first-out” becomes a heading for the first time, 
with a whole page of references—40 separate items. 
‘Professional Ethics”? has made a moderate increase 
from 2 pages to 2} pages, its chief subdivisions covering 
advertising, bidding, and contingency fees. The Robin- 
son-Patman Act, another new item, has 1} pages of 
references, and “United States,” a heading which in- 
cludes the publications of the Federal Government de- 
partments, has increased from 5 to 10 pages. Thus are 
the trials and triumphs of the accountant reflected here. 

It would be a good thing if those numerous people 
who write to professors and to practising accountants 
asking for references on specified topics might become 
acquainted with the existence and contents of this work. 

T. H. SANDERS 
Harvard University 
Graduate School of Business Administration 
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Municipal Indebtedness: A Study of the Debt-to-Property 
Ratio. Leroy A. Shattuck, Jr. (Baltimore: The Johns 
Hopkins Press, 1940. Pp. 145. $1.25.) 


This brief monograph exhibits a number of ap- 
proaches to the problem of regulating municipal debt. 
In the introductory chapter the author reveals how the 
advocates of investment of municipal funds in “‘private” 
economic ventures encountered, first, the necessity for 
obtaining specific borrowing and investment authority 
from the state legislature, second, a popular disposition 
to visit the same obloquy upon a borrowing city as 
upon a borrowing person, third, an indecisive barrage 
of conflicting court opinions, and finally, a lengthening 
array of state constitutional provisions flatly prohibit- 
ing the practice. This is followed by a review of the ex- 
perience of the states in adopting constitutional amend- 
ments imposing mathematical limits upon all local bor- 
rowing. 

Next, the author exercises his skill in using financial 
computation formulae. He develops figures purporting 
to demonstrate the high cost—$23,181.82, $21,946.52, 
and $21,946.52, depending upon whether the principal 
is paid in equal installments, with decreasing interest 
payments, or whether the total payments for principal 
and interest are equal annually, or whether a sinking 
fund is used to retire the debt entire at the end of the 
term—of maintaining a standing debt of $100,000 at 
five per cent with a ten year term. 

It should be noted, however, that in arriving at con- 
clusions respecting the tax rate necessary to carry such 
a debt, the author has permitted his formulaic para- 
phernalia to seduce his good judgment. He maintains, 
for instance, that it costs from $15,000 the first year to 
$28,579.48 the tenth year to carry a continuing debt of 
$100,000 expressed in ten year bonds at five per cent. 
Whereas it can actually cost as little as $15,000 a year 
to carry such a debt, a city may, if it wishes, borrow as 
much as $23,579.48 at the beginning of the eleventh 
year because it has retired an amount sufficient to keep 
the debt at $100,000 at the end of the previous year, 
when obviously the carrying charges will exceed $15,000, 
but no one can call such an arrangement a ten year- 
$100,000 debt. Substitute for $23,579.48 ninety-nine 
thousand dollars and the mathematical deception be- 
comes plain. The method contemplates the concurrent 
amortization of more than the posited total $100,000 
debt. That is, the city assumes during the second year 
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the retirement of the first new borr:. while continu- 
ing undiminished that of the origina! <~.. _ the following 
year it meets the maturing one-tent': vi ne second new 
borrowing, and so on until the end of the tenth year, by 
which time the city is paying on two debts aggregating 
almost $200,000. 

In the following chapter, he very effectively presents 
some astonishing effects of overlying indebtedness in 
New Jersey municipalities. He also describes the vicious 
cycle occurring when debt charges must be met out of 
taxes on properties with deflated assessments and the 
increased tax rate further depresses the property value. 
In a subsequent chapter, he calls attention to the 
dangers of basing large municipal expenditures on spe- 
cial assessments and of exempting from the debt limit 
the cost of projects intended to be self-liquidating. After 
a devastating array of evidence illustrating the folly of 
these practices in New Jersey towns, he cautiously 
questions the wisdom of the system. In the following 
chapter he cites experience in selected Massachusetts 
cities to support his contention that greater dependence 
should be placed upon current taxation to finance 
“capital” expenditures. 

After canvassing the experience of these com- 
munities, the author examines several proposals for 
controlling local debt: (1) the debt-to-property ratio 
should vary inversely with the assessed valuation, that 
is, the first should be halved if the second is doubled; 
(2) the ratio should be based upon a moving average of 
assessed values, say over five years, rather than on that 
of the previous year alone; (3) the ratio should be based 
on assessed values; and (4) ratios should be imple- 
mented by state central administrative supervision, 
divided into ‘‘control” and “‘receivership” agencies. 

The author is cautious about making recommenda- 
tions, but seems on the whole to favor a modified debt- 
to-property ratio, administered by a state central com- 
mission. He is skeptical about the success of any static, 
(or as he calls it, ‘‘mechanical”) arrangement. 

The monograph as a whole makes little pretense to 
dogma or critical analysis, but rather confines itself to 
an exposition of illuminating though limited municipal 
experience. It is a painstaking job and the author de- 
serves credit. 


James C. CHARLESWORTH 
Wharton School of Finance and Commerce 
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UNIVERSITY NOTES 


Harry D. KERRIGAN 


UNIVERSITY OF CINCINNATI UNIVERSITY OF ILLINOIS 


Majors in accounting may now enroll in a The instructional staff will conduct for a 
laboratory course dealing with studies of ratios, of eight weeks during next summer a number 
stock allotments, and valuation. classes composed of municipal finance offices 

Arthur W. Holmes’ Audit Practice Set, pub- The classes will be located at various parts of 
lished by Richard D. Irwin, Chicago, is now ready state, and will study munucipal accounting 
for distribution. cedures. 


UNIVERSITY OF COLORADO UNIVERSITY OF INDIANA 


Professor H. W. Kendrick was recently elected Stanley Pressler is one of the co-authors 
secretary-treasurer of the grand council of Beta Hospital Accounting and Statistics, which 
Alpha Psi. published recently. 


HARVARD GRADUATE SCHOOL OF U 
Business ADMINISTRATION NIVERSITY OF LOWA 


C. B. Nickerson has resigned from the faculty Howard W. Wright passed the C.P.A. exa 
to accept a position as assistant controller of tion recently. 
Greenfield Tap and Die Company, of Greenfield, 

Mass. R. S. Claire, formerly a member of the staff UNIVERSITY OF Kansas 

of Arthur Andersen and Co., New York, has been 
appointed assistant professor of accounting. R. S. 
McNamara was appointed instructor in account- 
ing. He was employed previously as a member of 


San Francisco staff of Price, Waterhouse and Seave 


Lawrence Vance is leaving next Fall to accepil 
a position as lecturer in accounting at tne Uni 
sity of California, Berkeley. 


Effective September, 1941, a number of im- Beginning next year, freshmen will be pern 
portant changes in curriculum and admissions ted to enroll in elementary accounting. 
policy will be instituted. These will include the change moves the accounting curriculum ah 
following. Greater attention will be given to dif- one year, and permits a larger program of study ™ 
ferences in the undergraduate or graduate fields the undergraduate years. A monthly colloqui B, 
of concentration, or the business or teaching ex- devoted to accounting and other business top 
periences of applicants for admission. Depending Nd lasting one hour, was recently started. T 
upon the student’s background, the number of Project is sponsored by the faculty and gradu - 
electives available to him may be increased or the Students. 
residence requirement reduced from the regular 
two years to one and one-half or one year. Spe- UNIVERSITY OF OREGON 
cially designed courses will be introduced to sup- 
plement the student’s training in business and 
related fields. The foregoing changes have been 
made in recognition of the marked development 
in business education courses now offered in 
American institutions of higher learning, and also 
from the School’s own experience record of stu- University or Texas 
dents admitted. Seventeen students were selected for employ 

Thomas H. Sanders is continuing as director ment in public accounting for the period Dece 
and codérdinator of research for the American _ ber 26 to March 15, taking leave from their s 
Institute of Accountants, New York. ies during this time. 


The state legislature has before it a bill pre 
posing to extend auditing procedure for all cow 
ies and cities, and to lay down minimum s 
ards of procedure. 
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